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        1 INTRODUCTION 
 
 
1.1 Background 
The ownership and control of assets in a foreign country, as defined by 
Chadee and Schlichting (1997) is what is referred to as foreign direct 
investment (FDI). It can take up several forms but the main one is the 
acquisition of an existing business as a partnership (joint ventures) or 
fully owned subsidiary (Eitman et al, 2013). FDI has been among the 
most important drivers of economic growth for many countries. According 
to Serin and Caliskan (2010), global average FDI flows between 1995 and 
2006 approximated to $792bill with 45% of this amount flowing into 
Europe. This reveals the critical but rather complex nature of FDI and why 
many academics continue to debate on the main motivations of firms 
investing abroad. Ranjan and Agrawal (2011) add that foreign investment 
has numerous effects on a host countryÕs economic outlook, including 
productivity, employment, growth and general welfare enhancement. 
Research wise, this particular study aims to develop the literature on FDI 
determinants by performing a quantitative comparative study of Europe 
and Asia.  
 
World Bank (2013) figures show a massive increase in net FDI flows 
between 1991 and 2009 in some big Asian economies; such as India 
($73.5mill to $34.5bill), China ($4.37bill to $131bill), Singapore ($4.9bill 
to $24bill). Economic reform policies to liberalise trade and the financial 
sector introduced in the 90s, Zhang (2001) argues, have been the main 
factor behind this huge rise in FDI. More recently ofcourse, Asian 
economies seem to provide a safe haven for investments, as the world 
markets still feel the effects of the financial crisis. Consequently this shift 
in international investments has seen a drop in FDI inflows in Europe. For 
instance, during the same period (1991 to 2009), inflows to UK rose from 
$16bill to $262bill, only to drastically drop a year later to $4bill (World 
Bank, 2013). Although in other European countries FDI inflows stayed 
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fairly steady, it is fascinating to compare the factors attracting 
multinationals to Europe or Asia. 
 
1.2 Development of FDI in Europe and Asia 
A period of relative boom in global investment proceeded World War II 
and nations worldwide experience strong economic growth backed by 
internal market growth and external trade establishments. However, after 
the 1960s leading on to early 70s, tightened economic policies preventing 
trade growth and movement of foreign capital affected the trend and led 
to decline in global investment. Of course, the 70s oil price crisis did not 
help either as it led to price instability and worldwide economic recession. 
  
In the case of Europe, it wasnÕt until the 1980s that FDI inflows really 
became integral. Houde (1992) reports that European nations developed a 
genuine hunger for capital, which triggered a movement towards 
liberalisation of trade and markets to free up capital movements and open 
international markets for domestic firms. More than anything, this 
represented a response to the economic recession of 1981-82 because 
FDI was seen as a means of stimulating growth; creating jobs; improve 
national savings and transfer of experience and new technology (Houde, 
1992). Miyake and Thomsen (1999) list the main policies as privatisation 
of domestic firms, banks and institutions to raise market competition and 
improve productivity; deregulation reduced red tape and difficulties in 
capital movements and ownership of domestic firms by foreign owners. In 
addition, trading blocs reduced tariffs for goods and services trade 
purposes.  
 
Figure 1 in the next page illustrates historical trends and patterns in some 
of EuropeÕs biggest economies; including Germany, UK and France. The 
trends support the argument that in the pre-1980s period, FDI inflows in 
Europe were fairly insignificant until recent times. 
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Figure 1: Foreign direct investment in Europe 
Source: World Bank (2013) 
 
It is obvious the illustration above only represents a part of Europe. 
However, the trends in these strongly developed countries can be taken 
as a general guidance to what was happening to FDI in Europe since the 
80s. As seen, the general pattern is that FDI flows have substantially 
increased; accelerating to very high levels during the 90s and 2000s. In 
all 5 nations, the 80s was a time of very little or insignificant FDI inflows. 
Further, as said earlier, the 1981-82 recession did not help and hence 
governments had to revamp their policies. The effects of this took time to 
bear fruit; but when they did, FDI gradually started rising.  
 
With the exception of Italy and Germany, the 90s represented a 
successful period of FDI growth brought about by liberalisation policies 
and economic stimulus efforts. United Kingdom has since led the way in 
terms of the sheer magnitude of inflows. In 2007 alone, UK attracted  
around $240bill inflows; more than twice the inflows of France which had 
the second largest amount of inflows ($93bill). 
‐50000 
0 
50000 
100000 
150000 
200000 
250000 
300000 
1980  1983  1986  1989  1992  1995  1998  2001  2004  2007  2010 F
D
I 
N
e
t 
in
∗l
o
w
s
 (
M
il
li
o
n
s
 o
f 
d
o
ll
a
r
s
) 
FDI trends and patterns in Europe 
1980‐2010 
Germany 
France 
United Kingdom 
Italy 
Spain 
ID Number: 4179109 
Module Code: N14031 
  4 
 
Interestingly, only Germany experienced a slight drop in inflows during 
the 2008 global recession, while the other nations suffered drastic drops 
as investment capital became scarce and global economic production 
receded. ItalyÕs fall in FDI funds was the most dramatic with the country 
experiencing negative inflows or net outflows to the tunes of $5.3bill. 
Nevertheless with two periods (1992 and 2004) of negative FDI flows, 
Germany is an anomaly in this sense. World Investment Report (1993 and 
2005) discuss that the main reasons for the negative flows in 1992 were 
uncertainties regarding European integration and to a larger extent the 
depleted business confidence in the face of the early 90s Europe 
recession. In 2004, the main problem was the decrease in the equity 
capital component of FDI and the net repayment of cross border intra-
company loans by foreign affiliates in Germany. 
 
An alternative look into FDI as percentage of GDP reveals similar 
outcomes for OECD countries. Although OECD includes countries from 
other continents, it contains a major contingent of European countries and 
its statistics reveal interesting trends. Figure 2 below shows inflows and 
outflows as percentage of each OECD countryÕs GDP between 1981 and 
1998. A very similar trend as figure 1 is observed; with inflows and 
outflows being a very low part of GDP pre-1980s and early 80s (less than 
1% to be precise). However, as liberalisation policies kicked in, inflows 
and outflows both picked up in the 90s; although outflows surpassed 
inflows by 0.5% of GDP. 
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Figure 2: OECD flows of FDI as percentage of GDP (1981-1998) 
Source: Miyake and Thomsen (1999) 
 
FDI patterns and trends in Asian countries are quite similar to their 
European counterparts. Whilst liberalisation in Europe in the 80s brought 
about growth in FDI, Asian nations were still fairly sceptical to opening up 
their economies and freeing up trade and investment until the early 90s. 
With the exception of China whose economic reforms started in the late 
70s to early 80s (Anderson and Tyers, 1987), most Asian economies 
began implementing liberalisation policies in 1991. Deregulation, 
privatisation, reduction of red tape and freeing up capital movements 
oversaw an influx of foreign investors especially from Europe and America 
as Asia was well renowned for its resource endowment and vast 
opportunities for growth. 
 
  
ID Number: 4179109 
Module Code: N14031 
  6 
Figure 3: Foreign direct investment in Asia 
Source: World Bank (2013) 
 
 
Figure 3 above shows FDI net inflows in five big Asian economies since 
1980. In many ways the trend very much resembles that in figure 1 of the 
European economies, except the fact that the fluctuations in inflows are 
less. It is quite clear that during the 80s FDI prospects in Asia were quite 
bleak; even for China, whose liberalisation effects werenÕt felt until the 
late 80s and early 90s. SingaporeÕs inflows have been steadily rising but 
not half as strong as the Chinese inflows which have really taken a giant 
leap from the late 90s. For the other remaining countries, FDI has been 
fairly constant at below $40bill. Japan is a special case as its economy has 
stagnated for the past two decades with periods of disinflation and 
constant levels of very low growth. 
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Literature suggests that most of Asian success in FDI has predominantly 
originated from South and East Asia (Slater et al., 2002; Cotton and 
Ramachandran, 2001). It is very much assumed that these two Asian 
regions derived significant comparative advantage to other regions due to 
strong economic ties among the countries in it, backed by open 
investment policies, regulations and cheap labour. The ASEAN countries 
group which consists of Thailand, Indonesia, Singapore, Malaysia and 
Vietnam among others was well known to the outside world as having 
favourable internal and external conditions including stable political 
structures, good macro environment and productive cheap labour. 
 
FDI inflows however, were only directed to a few sectors and this is part 
of the reason the magnitude of inflows was fairly small as seen in figure 3. 
Chadee and Schlichting (1997) recognised the importance of newly 
industrialised economies (NIEs) such as Indonesia, Malaysia and Thailand 
in the growth of APEC region with 40% of $150bill inward FDI in 1995 in 
the region attributed to the NIEs. These countryÕs economies are largely 
driven by the primary sector; but the authors reiterate that foreign 
investors emphasized mostly on the secondary and tertiary sector which 
were still developing. Furthermore, Cotton and Ramachandran (2001) add 
that most of the growth of ASEAN hosted FDI took place in the electronics 
exporting sectors due to availability of cheap labour and a growing market 
for electronic products.  
 
1.3 Objectives and Structure of the Research 
Mainly, this report aims to identify the important factors that influence FDI 
flows into Europe and Asia using a comparative analysis. The plan is to 
make use of the institutional FDI fitness model developed by Wilhelms 
(1998), which evaluates and splits determinants of FDI into four broad 
categories; market fitness, government fitness, educational fitness and 
socio-cultural fitness. These shall be expanded in later chapters. 
Moreover, another rather minor objective of the study is to model the 
effect of the 2008 recession and compare its impact on Europe and Asia 
foreign investment inflows respectively. Details on how the actual analysis 
will be conducted are presented in depth in the methodology section. 
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Nevertheless, empirical results should give an indication as to the extent 
of policy implications and recommendations for both Europe and Asia with 
regards to the significant variables/determinants. 
 
Chapters will be structured as follows. Chapter one introduced the study 
and established a background on FDI in Europe and Asia. The next 
chapter features a review of the theoretical literature framework on FDI 
while chapter three looks at circumstantial empirical evidence on different 
FDI studies performed on different countries. Fourth chapter comprises of 
the methodology, variable definitions and their expected hypotheses. 
Chapter five presents empirical results and discussion of findings while 
conclusions and policy recommendations are given in the final chapter. 
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2 THEORETICAL LITERATURE REVIEW 
 
2.1 Introduction 
Foreign direct investment as said earlier plays a crucial role in economic 
development and growth of a host country. It is for this reason that the 
topic has inspired numerous academics to perform research and write 
literal studies about different aspects of FDI down the years. Journal 
articles and reports cover a diverse pool of issues about foreign 
investment; from its influence on GDP growth to its determinants in 
various countries. This chapter reviews theoretical studies and models of 
FDI determinants. 
 
2.2 Theoretical Review 
Early theories of FDI explained foreign investment based on the 
Heckscher-Ohlin model of the neoclassical trade theory (Faeth, 2009). In 
this model, FDI was viewed as a segment of international capital trade. 
The mechanics behind the model lie in the Ò2 by 2 by 2Ó general 
equilibrium framework with two countries (home and foreign), two factors 
of production (capital and labour) and two goods, assuming perfectly 
competitive goods and factors markets. Furthermore, Faeth (2009) 
continues to explain more assumptions of the Heckscher-Ohlin model that 
include the fact that commodities and countries were differentiated in 
their relative factor intensities and endowments respectively. This led to 
international factor price differentials and therefore a country with an 
abundance of capital would be involved in international transactions such 
as exportation of their capital-intensive good to foreign land or moving 
and establishing capital in foreign land where capital returns are higher 
and labour returns lower until factor price equilibrium is realized. 
 
Moreover, Collie (2007) and Faeth (2009) discuss another neo-classical 
theory of foreign capital movements called the MacDougall-Kemp model, 
which assumes two factors of production, one good, full employment, 
perfect competition and constant scale returns. The intuition behind this 
theory is very similar to the Heckscher-Ohlin model in that capital 
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movement is expected to be towards the capital-scarce country where 
returns are higher. Difference in capital returns was not only due to 
scarcity or abundance of capital but also due to currency risk as interest 
rates had a premium charge based on expected currency depreciation 
(Aliber, 1970). Hence, it made sense for foreign firms to move to host 
countries to take advantage of this situation by borrowing money in 
countries with Ôsoft currenciesÕ or highly volatile countries at low interest 
than host country firms due to low risk structure. This would allow them 
to earn a high rate of expected earnings; motivating them to invest in the 
host country. 
 
The ensuing string of theory tried to criticize and refute the neo-classical 
hypothesis of free markets and perfect competition by claiming that the 
theory did not sufficiently explain FDI flows, which in their view required 
structural market imperfections to be sustainable (Kindleberger, 1969 and 
Hymer, 1976). The main ingredient for foreign firms was ownership 
advantages, which have to stem from managerial expertise, new 
technology, imperfect factor markets and the existence of internal or 
external economies to offset the adversities of entering new markets 
(Faeth, 2009). Adding on, imperfect monopolistic competition encouraged 
multinationals to pursue horizontal FDI in preference to licensing or 
exporting (Caves, 1971); while those MNEs in oligopolistic environments 
invested in foreign soil owing to a Ôfollow-the-leaderÕ strategy 
(Knickerbocker, 1973). The idea of asset specificity dominates Caves 
(1971) study whereby he suggests that a multinational must own a 
special asset which gives them specific advantages and a competitive 
edge over domestic firms. In many cases of course, this special asset 
would be certain technology or knowledge in the production of a good. 
This would offset any market information disadvantages that the domestic 
firms enjoy. 
 
Penrose (1956) theorised FDI determinants from another angle by 
suggesting the explanation of foreign investment lies in the theory of 
growth of the firm. ÒIn the absence of markedly unfavourable 
environmental conditions, there is a strong tendency for a business 
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enterprise possessing extensive and versatile internal managerial 
resources continually to expand, not only in its existing field but also into 
new products and new markets as opportunity offersÓ (Penrose, 1956). 
Globalization and growth in global markets has provided a challenge for 
firms to revise their growth strategies in order to stay competitive. 
Pending inherent constraints such as adverse economic conditions and 
resource scarcity, companies are expected to continually seek new growth 
opportunities; implying a search for new sustainable markets for their 
products, both domestically and abroad.  
 
Capital theory, location theory and trade theory are summarised by 
Dunning (1973). The capital theory focuses on or changes in capital as a 
factor input into production or investment. Traditionally, international 
capital movements were explained to be due to differences in the interest 
rates between two or more countries. This was the prevailing theory 
among economists up until the mid 1960s explaining portfolio investment 
movements. Since then, the succeeding view was that a change in 
allocation of stock of assets or capital flows is dependent on changes in 
interest rates (Branson et al, 1970). Hence, a rise in foreign interest rates 
is expected to have a two-fold effect; a shift in stock of portfolios towards 
foreign assets with respect to the amount of change in interest differential 
and secondly, Òthere will be a reallocation of portfolios at the margin 
towards foreign assetsÉthe so called continuing flow effectÓ (Dunning, 
1973). In short, a permanent redistribution of capital movements between 
countries must coincide with a constant changing of the relative interest 
rates between two countries. Dunning (1973) however, goes on to 
criticise the capital theory by saying that it does not sufficiently explain 
international production, rather foreign capital formation or capital 
movements across nations. 
 
The trade theory is distinct in its own right in its attempt to discuss 
international production through a comparative advantage analysis of host 
and home country markets. It originates from poor theoretical efforts to 
explain trends in levels and composition of trade (Dunning, 1973). 
Initially, the classical theory of comparative advantage had no regard for 
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multinationals or international investment due to its assumptions of free 
movement of goods, perfect competition and price taking behaviours. But 
as said earlier, growth in FDI has rendered these assumptions null. 
Endeavouring to deduce the crucial role of the trade approach in 
explaining international production, trade economists have used the 
product cycle theory, which asserts that Òinitially production will be 
located in the country of innovation, and sold there. Exports follow as new 
markets are sought; but in due course, depending on relative exchange 
rates and demand and supply conditions in importing countries, 
indigenous production may become profitableÓ (Dunning, 1973). 
Therefore, in summary investment and production and sales start in the 
home country then exports to foreign markets are used as initial attempts 
to break and expand into new markets. Finally, foreign investment and 
international production is pursued is foreign market conditions are 
conducive enough. 
 
It is rather simple to understand the intuition behind location theory. 
Drawing from Greenhut, (1952), Dunning says that a profit maximizing 
firm in a price-taking industry will locate production where costs are 
lowest to minimize its costs of production. This of course is dependent on 
the availability and cheapness of labour and capital inputs, transportation 
and efficiency of their production processes. Within a perfectly competitive 
environment firms will produce output where marginal cost equals price; 
and for this to happen firms will be constantly seeking locations where 
input costs are cheaper so as to enable them to charge a price equal to its 
marginal cost and achieve production efficiency. Nonetheless, in imperfect 
markets such as oligopolies and monopolies the optimal production 
location decision not only relies on cost factors but also competition 
factors in the sense that some companies might want to engage in foreign 
investment so as to gain an edge over its competitors or to stave off local 
competition and raise or maintain its market share. Criticism of this 
theory comes in its inability to rationalize some aspects of multinationals 
investing abroad, such as their inability to shift human capital, information 
and knowledge cross border at low or zero costs (Dunning, 1973). 
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Brainard (1997) and Markusen and Venables (2000) offer another 
theoretical explanation of foreign direct investment, specifically horizontal 
FDI. In BrainardÕs view, multinationals engage in horizontal FDI over 
export trading especially Òwhen the gains from avoiding trade costs 
outweigh the costs of maintaining capacity in multiple marketsÓ. Basically, 
this is to do with scale economies enjoyed by MNEs, whereby horizontal 
FDI is likely to develop if firm-level economies of scale are high enough, 
plant-level economies are low and trade costs are high. Markusen and 
Venables (2000) add on that a countryÕs size and factor endowments 
highly matter in horizontal FDI decisions. Technically, the more similar 
two countries are in terms of size (measured by GDP) and factor 
endowments, the more likely FDI will take place between the two. 
Further, this revelation also proves that trade and horizontal FDI are 
substitutes because Òwhen countries have similar size and factor 
endowments, trade tends to go down and MNEs tend to increaseÓ 
(Markusen and Venables, 2000). 
 
Interestingly, the above view on horizontal FDI very much contradicts the 
theory on vertical FDI pioneered by Helpman (1984). Vertical FDI 
according to Helpman appears to be highly prevalent in the instance of 
differences in relative factor endowments between countries. This would 
allow MNEs to take advantage of these comparative dissimilarities 
between source and host country to gain higher returns in foreign 
markets. Moreover, within vertical FDI framework foreign trade and FDI 
are complements rather than substitutes of each other; meaning, the 
greater the factor endowment difference, the more the volume of trade.   
 
In many literature studies (Balasubramanyam and Mahambare, 2003; 
Santiago, 1987; Wheeler and Mody, 1992), the most renowned assorted 
framework explaining the foreign investment decision is the OLI model 
developed by Dunning (1977 and 1979). OLI is an acronym summarising 
the ownership advantages, location advantages and internalization 
benefits that a foreign multinational must consider when trying to enter 
cross border markets. Ownership and locational advantages reflect the 
above discussion in that multinationals must ensure a competitive 
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advantage over domestic firms including patents, technical knowledge, 
management skills, reputation, access to protected markets, favourable 
tax treatments, lower production and transport costs, low risk and 
favourable structure of local competition. Further, Faeth (2009) suggests 
that internalization had the advantage of lowering transaction costs, 
minimizing technology imitation and safeguarding a firmÕs reputation 
through effective management and quality control. A thorough 
examination of foreign markets using this framework should ensure a 
competitive edge over domestic firms and staving off competition by 
providing an entry barrier to new firms. 
 
Finally, Forte et al (2011), Francis et al (2009) and Faeth (2009) analyse 
the FDI theoretical models in the context of the influence of political 
variables on foreign investment. The main idea is that institutional forces 
are as much a crucial aspect of international investment as any other 
aspect. Faeth (2009) regards foreign investment as a ÔgameÕ in which 
players are the multinationals and host country government and the 
contest is between different host country governments in trying to attract 
FDI. Hence, policy variables such as tax holidays, subsidies and easy 
repatriation or transfer of capital can affect the decision between 
licensing, exporting, FDI or joint ventures. Moreover, financial incentives 
including government grants and investment funds at relatively 
preferential borrowing costs and other incentives such as subsidized 
infrastructures and preferential exchange rate treatments are part of 
favourable policies applied by host governments to try and pull foreign 
investments (Faeth, 2009). 
 
2.3 Conclusion 
Scheming through the above review, it is clear that there is no one 
particular theory that can explain the foreign investment decision by 
multinationals. Theories range from very early neo-classical models of 
perfect competition to modern institutional and firm specific determinants 
such as ownership advantages, institutional policy variables and 
internalization facets. Numerous studies have tried to incorporate these 
theoretical determinants in an empirical framework to test the prevailing 
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models of FDI determinants in different settings. The next chapter reviews 
the empirical evidence on FDI. 
 
 
  3 EMPIRICAL LITERATURE REVIEW 
 
3.1 Introduction 
The main aim of this chapter is to review empirical evidence on FDI and 
shed light on specific country variables which either attract or discourage 
foreign investors. Foreign direct investment is a very popular topic and 
down the years has accumulated a host of empirical studies trying to 
prove its theoretical models and deduce its determinants. This research 
tries to critically evaluate the empirical evidence and apply the 
investigative methods to the comparative study of Europe and Asia. 
 
3.2 Empirical Review 
Almost all studies have made use of econometric techniques to deduce 
FDI determinants for different countries. Consider the work of Maniam 
and Chatterjee (1998) who tried to analyse determinants of USA FDI and 
its spillover effects in India. U.S Department of State (2010) ranks the 
USA as IndiaÕs biggest trading partner with FDI inflows from USA alone in 
2008 exceeding $15bill. This represents a significant amount of funds, 
which has helped propel IndiaÕs domestic growth. Maniam and Chatterjee 
(1998) looked at variables such as market growth and size (proxied by 
GNP and percentage change in GNP rate in US$ respectively), trade 
balance between US and India and exchange rate. The model is illustrated 
below. 
 
RFDIt = ș0 + ș1 GNPt + ș2 CGNPt + ș3 TBt‐1 + ș4 ERt +Ȝ t 
 
Empirical results revealed that explanatory variables had the correct signs 
but only the exchange rate variable showed significance. The model 
however, was found to be strong in explaining variations of US FDI in 
India, as the F-statistic was statistically significant at the 1% level. 
ID Number: 4179109 
Module Code: N14031 
  16 
Moreover, the study seemed to support the role of liberalization policies in 
freeing up FDI flows in India. It suggests that the new focus for the Indian 
government should be sustaining FDI through improving basic 
infrastructure, eliminating protectionist sentiments and reducing red tape. 
 
Another study by Zheng (2009) explored FDI determinants in India and 
China. The model used in the study was as depicted below. 
 
LFDI = Ș  + ș1LRGDP + ș2LRGGDP + ș3LWAGE + ș4LEX + ș5LIM + ș6LRREER + 
ș7LINF + ș8LRLEN + ș9TD + ș10LGD + ș11CD + Ȝ  
 
The independent variables were effectively split into two streams; ÔpushÕ 
and ÔpullÕ factors, whereby the push factors are those home country 
factors that drive multinationals to seek foreign markets while pull factors 
are host country variables that attract foreign investors. Real GDP 
captured the host country market size, real GDP growth ratio between 
home and host country measure market growth, while wages acted as a 
proxy for the impact of labour costs. Other independent variables included 
export/import ratios, real exchange rate, inflation, borrowing costs, 
geographical distance between home and host country, cultural/linguistic 
ties and a time dummy variable which quantified political risk and policy 
liberalization (1989-1992 for China; 1998-1999 for India). 
 
In IndiaÕs case, results were of a diverse nature. Except for market size, 
imports and borrowing costs, all other determinants had the expected 
coefficient signs. While the exchange rate variable, inflation, market size, 
imports and borrowing costs were irrelevant as they were statistically 
insignificant, market growth, exports, labour costs, geographic distance, 
time dummy and cultural ties proved to be the main determinants of FDI 
in India with their coefficients being statistically significant. 
 
Contrastingly, for China geographic distance, real exchange rate, inflation 
and the cultural ties dummy variable were found insignificant although 
they all had the correct theoretical signs. Of the other determinants, most 
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were found to be strongly linked to FDI with ratio of GDP, exports, 
imports and the time dummy exhibiting a 1% significance; while GDP 
growth (5% significance), wage levels and borrowing costs (10% 
significance) prove that these are also important factors for inward FDI in 
China. 
 
Another chain of literature studies models determinants of FDI in an 
institutional model (Coupet et al, 2007; Wilhelms, 1998). Coupet et al 
(2007) examine the crucial nature of institutions in host and source 
countries by estimating a gravity equation for bilateral FDI stocks for 
OECD countries. Their basic model incorporated FDI stock from one 
country to another as the dependent variable; and the independent 
variables consisted of gravity variables and institutional variables. The 
gravity variable included proxies for GDPs of both host and source 
countries, geographic distance between the two and dummy variables for 
linguistics and contiguity. The institutional variable included a measure of 
institutional quality especially for the host country and also the measure 
of institutional distance between the two countries. Results of the model 
revealed that the gravity variables exhibited the correct signs and 
significance at very strong levels; whereas GDP and the dummies had a 
positively significant effect on FDI, geographic distance had a negatively 
significant impact. Nevertheless, the institutional variable also had a very 
significant impact on bilateral FDI; indicating that an effective and 
efficient institutional framework in the host country is essential for FDI to 
flourish. 
 
Wilhelms (1998) used an institutional FDI fitness model to explain 
determinants of FDI in a pool of 67 developing countries. Four categories 
of institutional fitness were defined, including government fitness, market 
fitness, educational fitness and socio-cultural fitness and a general model 
of determinants explained as FDI = β + β1G + β2M + β3E + β4S. The letter 
G, M, E and S stand for the four categories described above. Of course 
each of these broad categories of FDI fitness had independent variables 
attached to it. Considering government fitness, Wilhelms (1998) used 
economic openness and legal transparency indices to hypothesize that a 
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rise in inflows would correspond with a more open economy and 
transparent rule of law. Further, GDP per capita, population size, tax 
revenues and credit provision by financial firms explained market fitness. 
Educational fitness and sociocultural fitness were measured by primary 
school enrolment and regional dummy variables respectively. 
 
In terms of the results, government fitness showed a very strong 
tendency in explaining FDI flows as its proxies (economic openness and 
legal transparency) had robust significant coefficients. Market fitness 
variables reveal mixed results. Population as a measure of market size 
had a very weak positive relation with FDI flows; GDP per capita 
surprisingly had a negatively significant coefficient indicating that FDI can 
tolerate host countries with low economic development (Wilhelms, 1998). 
The other three determinants, tax revenues, trade and credit provision all 
showed correct signs and significant variability with FDI. Trade and credit 
provisions had positive correlation while tax revenues negatively impacted 
FDI. 
 
In evaluating US FDI inflows in Western Europe and Asia, Sethi et al 
(2003) tried to establish if there is substantial regional patterns in US 
flows to the two parts of the world and if there is a significant difference in 
the determinants of FDI considering both regions are distinctly 
endowed/developed. The main variables analysed were wages, wage 
differentials, population, GNP, political and economic stability, cultural 
differences and dummy variables for time (1981-2000) and regions.  
 
Empirical results of the model unsurprisingly concluded that Western 
European countries received most of US FDI flows due to their high GNPs, 
low population sizes and close distance to the USA. Sethi et al (2003) 
continue to report that the wage variable is positively significant, 
contradicting its hypothesis but also confirming the existence of high wage 
levels in Western Europe. When FDI stock was introduced as a 
determinant in their model, only GNP exhibited negative significance. 
According to Sethi et al (2003), although the finding contradicted 
literature evidence on GNP (Kobrin, 1976; Root and Ahmed, 1978), it 
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meant that USA was shifting its FDI focus to low GNP regions such as 
Asia. Wage differentials between Europe and Asia was statistically 
significant and positive; hence indicating that US FDI was flowing more 
into high wage Europe than low wage Asia even though accelerating 
economic development in Asia was closing the gap. Therefore, overall the 
results of this study confirmed the trend of US flows to a more civilized 
and developed Western Europe than a developing Asia. 
 
Resmini (2000) employed a panel model estimation to study FDI 
determinants in the manufacturing sector of 10 central and eastern 
European countries (CEECs) during 1991 and 1995. The explanatory 
factors were market size (GDP per capita and population), proximity, 
labour costs (wage differentials between EU and CEECs), transition 
process proxied by a composite indicator or the operation risk index, 
degree of openness and the size of the manufacturing sector. 
Of all the explanatory variables looked at, only GDP per capita, 
population, operation risk index and wage differentials depicted statistical 
significance at the 1% level. The size of the manufacturing sector had a 
significant coefficient but the negative sign disputed its hypothesis, while 
openness of the host country had no bearing on the FDI decision. Also, 
controlling for sectorial characterstics, the author found that FDI flows in 
the CEECs are stronger in the more capital intensive and science based 
sectors rather than the primary sector. Close proximity to Western 
Europe, for instance seemed to act as an advantage in attracting FDI 
flows to such sectors. 
 
Apart from Sahoo (2006) and Asiedu (2002), not many studies have 
analysed the impact of the rate of return on foreign investments. As 
described throughout this empirical review, the normal variables looked at 
are such as market size, growth, human capital endowment, factor costs 
and trade openness. However, not many have modelled internal rate of 
return as a FDI determinant. SahooÕs (2006) report on FDI in South Asia 
reiterates that capital scarce countries have low per capita GDP and hence 
a high rate of return. This will obviously prove attractive to foreign 
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investors because then they are guaranteed to benefit from their 
employed capital. 
 
Among other determinants that Sahoo (2006) looked at were exports, 
inflation rate, labour force growth, literacy rate, domestic bank credit, real 
interest rate, trade openness, infrastructure index, GDP and the growth 
rate. Surprisingly, the most crucial result about the internal rate of return 
on investments produced inconclusive results. The panel results were 
hampered by problems of multicollinearity and hence many variables had 
to be dropped (Sahoo, 2006). The most significant determinant was found 
to be the market size measure by total GDP, while the growth rate had a 
positive but insignificant effect on inflows. Moreover, infrastructure, trade 
openness and labour force growth proved to be very strong indicators of 
positive FDI inflows into South Asia. Ranjan and Agrawal (2011) reported 
identical observations in their study of Brazil, Russia, China and India 
(BRIC countries). Although they did not analyse all the variables Sahoo 
(2006) looked at, empirical findings revealed similar verdicts on market 
size, trade openness, infrastructure and growth rate. However, the labour 
force variable proved insignificant in Ranjan and Agrawal (2011) case.  
 
Nevertheless, Asiedu (2002) found a positive but insignificant relation 
between returns on capital and FDI in her study of African countries. The 
main reason behind this was that in a highly risky investment 
environment, the risk-adjusted returns may be too low to stimulate 
further investments. According to the author, Òone factor that seems to 
aggravate the risk environment in Sub-Saharan Africa is the uncertainty 
of government policyÉfor example, the risk of policy reversalÉÓ (Asiedu, 
2002). With FDI costs being largely sunk costs and highly irreversible, 
these cannot be retrieved in a situation of disinvestment. Therefore, 
foreign investment is expected to be less responsive to a rise in capital 
returns in Africa due to excessive policy risk. 
 
In another FDi study, Piteli (2009) distinguished determinants into 
demand-side and supply-side factors. The author also tried to isolate the 
effect of total factor productivity (TFP) to proxy for the efficiency of the 
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economy and external economics of scale resulting from agglomeration 
effects that reduce unit costs and raise productivity. Using panel data 
approximation covering seventeen developed OECD countries during 
1972-2000, Piteli (2009) looked at demand-side factors including GDP-per 
capita and the gap between actual and trend GDP. Supply-side factors 
were firmsÕ gross operating surplus (profits) and total factor productivity 
(TFP). Among other determinants were variables like corporate tax rate 
and real unit labour costs. 
 
Main findings supported the hypotheses especially for TFP and GDP per 
capita, which were found to be highly significant at the 5% level. This was 
the case for European countries. Running another panel regression for 
non-European OECD countries, results showed that TFP was even more 
significant at the 1% level, while gross operating surplus recorded 5% 
significance. In both regressions, the gap between actual and trend GDP 
was insignificant. Piteli (2009) summarises by saying that demand-side 
become impotent once supply-side factors such as TFP are considered, 
especially for developed countries. Hence, for European economies with 
high levels of development, the overall efficiency of the economy is a very 
important issue for foreign investors to consider in FDI decisions. 
 
The earlier chapters of this report indicated that East Asia was the most 
developed region of Asia because countries in the region were highly 
resource endowed with cheap labour and also adopted liberalization 
policies earlier than other regions. Slater et al (2002) performed a 
quantitative analysis of FDI determinants in 8 East Asian countries (Hong 
Kong, Indonesia, Korea, Malaysia, Philippines, Singapore, Taiwan and 
Thailand). Explanatory variables such as real wages, interest rates, 
foreign exchange rates, openness, liberalization, market size (GDP), 
market growth, human capital and export-orientation development 
strategy were evaluated in an econometric model. 
 
Empirical findings demonstrated diversity for different countries. Cost-
related factors (wage rates, foreign exchange and interest rates) confirm 
their negative impact hypotheses, although foreign exchange and interest 
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rates display a long run positive relationship in Hong Kong, Malaysia and 
Singapore. Real wage rates effect is significant in all countries but 
Thailand and Korea, while exchange rate impact is stronger in Korea, 
Philippines and Taiwan. Liberalization and openness have a positively 
significant long run relation with FDI and this is greatly highlighted in 
Hong Kong, Indonesia, Malaysia, Singapore and Philippines. Amongst the 
other factors, human capital effect on FDI flows is more prominent in 
Philippines, Korea and Hong Kong, while market growth is insignificant in 
Thailand but blatant in Korea, Hong Kong and Taiwan.  
 
Rashid and Ho (2011) performed a similar study for ASEAN countries 
between 1975 and 2009. The findings on openness and economic growth 
very much corroborate those of Slater et al (2002) above. For specific 
countries, various factors have an important role in attracting FDI. 
Inflation rate capturing market stability had a highly significant coefficient 
in Thailand; while exchange rate was found to drive inflows in Malaysia. In 
the Philippines, it was the magnitude of manufacturing output that 
explained FDI flows. 
 
Similar to Asia, Africa is a fast developing continent that is richly 
bestowed with resources, which have acted as an attraction for foreign 
investors worldwide. Although FDI studies about the continent are few and 
far between, Twimukye (2006) is one of a few literature reports on 
determinants of FDI in Africa. The usual factors were looked at, including 
infrastructure (paved roads), political stability, trade openness, exchange 
rate factors, literacy rate, remoteness, market size and inflation. 
Furthermore, regional dummies representing North, South, East and West 
Africa were employed to isolate regional specific effects and determine 
where most FDI funds were flowing.  
 
Literacy rate, exchange rates, GDP, remoteness and inflation proved to be 
very significant determinants. Astonishingly, political stability was an 
insignificant variable; contradicting Brada et al (2006) and Agarwal and 
Felis (2007). This is particularly surprising especially considering the civil 
unrest and political problems in some African countries. Otherwise, the 
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North and South African regions were seen as more attractive than the 
other two regions. This might be mainly due to the size of the 
economies/markets and reliable access to international markets afforded 
to countries in these two regions. 
 
3.3 Conclusion 
The empirical evidence presented above has definitely shed a light on the 
most important factors that influence multinationalsÕ foreign investment 
decisions. It was clear that determinants such as market size, growth, 
labour costs, human capital skills and financial costs have the highest 
priority to multinationals when considering investing abroad. Nevertheless 
as Kathuria (2002) suggests, host countries will only truly benefit from 
inflows if it acquires the capacity and technical capabilities to absorb skills 
and knowledge spillovers that are associated with foreign investment. 
Crucially, the analytical methodology used by the studies should aid the 
discussion of this thesis and forthcoming literature on FDI.  
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4 METHODOLOGY, VARIABLES AND 
HYPOTHESES 
 
4.1 Introduction 
This chapter initiates the main analytical part of the research by defining 
variables, their expected hypotheses and the statistical methodology to be 
used. The aim is to incorporate the institutional FDI fitness model by 
Wilhelms (1998) described in the literature review above, although the 
techniques partaken will be slightly different. However, regression results 
will be important in terms of comparison.  
 
The main reason why WilhelmsÕ institutional FDI fitness framework was 
chosen over others for this study is because of its completeness, 
dynamism and close interrelations between the four categories within the 
framework. In many ways, markets, education and socio-cultural systems 
are all shaped by government forces. Further, Wilhelms (1998) attests 
Òeducation affects human capital and consequently the government, 
markets and sociocultural norms; whereas the sociocultural system is the 
origin of government, markets and educationÓ. It is these close links and 
interrelations that make the FDI fitness framework sustainable within 
itself and a strong model for explaining foreign fund movements. Even 
more so, it is fairly evident that the model covers a wide set of potential 
factors that could influence foreign investments on a macro-environment 
viewpoint. This is not the case in other frameworks discussed in literature, 
where only a few factors are evaluated. 
 
4.2 Methodology 
Wilhelms (1998) studied FDI determinants through econometric 
regression techniques by analysing variables in a cross-section dimension. 
This study employs regression techniques but in a panel model or pooled 
data dimension. Distinctively, panel data estimation can deal with a richer, 
more advanced set of econometric models and therefore allows analysts 
to exploit the cross-sectional and temporal attributes/variations in 
variables. Effectively, problems arising purely from a cross-section or 
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time-series context can be dealt with sufficiently. Mateut (2012) reiterates 
in depth the main advantages of pooled data over time series and cross 
section. Among these include increased precision of regression estimates, 
the ability to model temporal effects without aggregation bias and control 
of individual fixed effects, which are unobservable in pure cross section 
data. ÒTime series studies aggregate potentially heterogeneous individuals 
in each time series observation and this may introduce the problem of 
aggregation bias, whereby behaviour in the aggregate does not accurately 
represent the micro level behaviourÓ (Mateut, 2012). 
 
Within a panel data framework, there are three possible models that can 
be used to perform regression procedures; pooled OLS, fixed effects and 
random effects model. The pooled OLS model ignores the individual 
effects and variations to the model that arise from differences in the 
cross-sectional entities (in this case the European and Asian countries) 
within the sample. Hence, this will create a potential bias in the final 
outcome of the model results. It is therefore important to perform some 
initial tests to determine whether fixed effects are inherent within the 
model and if so how to deal with them. 
 
Although it is my intention to present and discuss the results for all three 
panel estimators (pooled OLS, fixed effects and random effects), 
eventually the Breusch-Pagan Lagrange Multiplier test and the Hausman 
test should shed light on which estimator is less biased and therefore 
gives the best results. The Breusch-Pagan Lagrange compares pooled OLS 
with the random effects model. Specifically, it confirms or refutes the 
existence of individual fixed effects within the sample data. For instance in 
this particular study, there might be country-specific determinants or 
regional specific determinants which directly influence the flow of foreign 
investment funds; including natural resources and endowments. Mateut 
(2012) illustrated the specific hypothesis that the Breusch Pagan statistic 
investigates. 
 
Null hypothesis, H0: !!
!
 = 0 
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Alternative hypothesis, H1: !!
! ≠ 0 
 
Existence of individual fixed effects refutes the null in favour of the 
alternative hypothesis. This is expected to be the case for this study 
especially considering the fact that a diverse sample of countries occupies 
the data. Furthermore, pooled OLS would be rendered biased by the test 
if the null is rejected. This would mean that only random effects or fixed 
effects would efficiently predict unbiased estimates of the coefficients. 
 
On top of the aforementioned test, the Hausman test distinguishes 
between the random and fixed effects. After refuting pooled OLS and 
proving the existence of individual effects, the sample will be tested for 
any inherent correlation between these individual effects and the 
regressors.  
 
Null hypothesis, H0: individual effects, αi uncorrelated with regressors 
Alternate, H1: individual effects, αi correlated with regressors 
 
Wald Statistic, W = !! ! ! !!∀ ! !!∀
!!!! !!∀ ! !!∀ , where W is 
distributed as !! !  and K is the number of regressors in Xit, while ! is a 
consistent matrix representing ��� !!∀ ! !!∀ ! ��� !!∀ ! ��� !!∀  
 
Under the null, both fixed and random effects estimators would be 
consistent systematically interms of the beta-coefficients, but the 
standard errors for the fixed effects would be biased rendering it 
inefficient compared to random effects. The Wald statistic (W) helps to 
reject or not reject the null of no correlation, whereby if W> critical value, 
H0 is rejected. Nevertheless, if the alternate hypothesis is accepted, then 
only the fixed effects estimator is consistent and unbiased. 
 
If as expected the Hausman test chooses in favour of the fixed effects 
estimator, then these fixed effects will be differenced out of the data using 
the within-groups estimator (a form of fixed effects estimator) which 
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tends to reduce the bias in the regression estimates. Consider a panel 
data model below. 
 
!!∀ ! !!∀ ! !!∀! ! !!∀   (1)  with i = 1,2,3É.N and t = 1,2,3É.T 
 
!! !
!
!
!!∀
!
!!! ,   denotes the individual specific mean of a 
variable for each country in the sample 
 
applying to equation (1)  !! ! !! ! !!! ! !!   (2) 
 
The equation can be demeaned by subtracting (2) from (1) and hence 
giving the within-groups estimator as shown below. 
 
!!∀ ! !! ! !!∀ ! !! ! ! !!!∀ ! !!!   (3) 
 
In this case, the error term, uit satisfies all the conditions for OLS and 
hence equation (3) can be estimated using ordinary least squares 
regression. Effectively, this within-groups estimator will be used as a form 
of fixed effects estimator for comparison with the pooled OLS and random 
effects. In comparison to other fixed effects estimators such as least 
square dummy variables estimator, it is easier to compute, estimates 
fewer coefficients and also ensures that all individual fixed effects are 
differenced out (Mateut, 2012). Of course by estimating fewer 
coefficients, it rather burns through less degrees of freedom and hence 
gives robust coefficients. 
 
Otherwise, the panel will consist of 20 countries; ten from Europe and the 
other ten from Asia. Due to data availability constraints for some 
countries, the list is not as diverse as it should be; meaning it does not 
cover all the regions of the particular continents under microscope. For 
instance in Europe, the Western region occupies most of the list with 
highly developed economies such as UK, Germany and France; while in 
Asia, the Eastern region is more dominant with economies such as 
Singapore, China and Thailand. As a result of limited data, the panel is 
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fairly unbalanced although the number of observations is still large and 
hence reliable results are expected.  
 
Because this is a comparison study, the panel sample will be split into two 
and regressions ran for the two regions of Europe and Asia. Furthermore, 
an overall panel regression with all 20 countries included will be estimated 
and dummy variables for the two continents introduced to the model to 
capture any special determinants associated with a particular continent. 
This way will facilitate an effective and comprehensive comparison study 
of specific determinants that attract FDI to Europe and Asia.  
 
Moreover, the time period chosen (1996-2011) covers the economic 
recession of 2008 and as pointed out in the introductory chapter, the two 
continents were affected differently in terms of investments and knock-on 
effects. Therefore, a time dummy and interactional regional-time dummy 
variables are to be introduced in the model estimation to try and capture 
the effect of the recession on FDI within the two continents respectively. 
 
4.3 Variables, Hypotheses and Expected Findings 
It is noteworthy to repeat that Wilhelms (1998) incorporated FDI 
determinants in four categories of institutional fitness; government 
fitness, market fitness, educational fitness and sociocultural fitness. This 
research only intends to analyse the first three categories because indices 
and proxies used for the last category are not readily available without 
subscription. Anyway, prior to defining the variables and their hypotheses, 
one must understand that the model of institutional fitness itself predicts 
that a countryÕs generic economic conditions are rather less important 
than its underlying institutional policies on investments in attracting FDI 
inflows. Therefore, the expected hypothesis is that countries with high 
levels of institutional transparency, reliability, efficiency and predictability 
should entice a substantial amount of foreign investments. 
 
The next sections of the chapter describe the dependent and independent 
variables to be included in the model for this research study. Except for 
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the corruption index and political stability scores, the majority of data is 
extracted from the World Bank catalogue of World Development 
Indicators. The corruption index and political stability scores are gathered 
from the Transparency International website and Worldwide Governance 
Indicators respectively. 
 
4.3.1 Foreign Direct Investment Inflows 
As the main aim of this study is to establish determinants of FDI, foreign 
direct net inflows (current US$) into the observed countries will be the 
dependent variable. To be specific, World Bank (2013) defines it as Òthe 
net inflows of investment to acquire a lasting management interest (10 
percent or more of voting stock) in an enterprise operating in an economy 
other than that of the investor. It is the sum of equity capital, 
reinvestment of earnings, other long-term capital, and short-term capital 
as shown in the balance of paymentsÓ. 
 
4.3.2 Gross Domestic Product (GDP) 
This is the first of those variables that captures represents market fitness 
in the institutional FDI fitness framework. Defined as Òthe sum of gross 
value added by all resident producers in the economy plus any product 
taxes and minus any subsidies not included in the value of the productsÓ 
(World Bank, 2013), the GDP variable models the size of the market of an 
economy. Contrastingly, Wilhelms (1998) used population figures to proxy 
market size in her study. This might prove contradictory interms of 
comparison of results later on; however, numerous other studies have 
used GDP to capture market size in FDI studies. 
 
Hypothetically, it is predicted that a large market or an increase in market 
size should entice FDI inflows. Consequently, the sign and significance of 
the coefficient should be positive and highly significant. It would be 
interesting to observe how the result for this variable differs for Europe 
and Asia respectively; especially considering Europe is a bigger market 
than its counterpart. One would expect the coefficient significance to be 
higher for Europe than for Asia. 
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4.3.3 Annual Percentage GDP Growth 
Another determinant that measures market fitness is annual GDP growth. 
GDP, as described above is included to proxy for market size; but annual 
GDP growth captures market growth down the years. It is anticipated that 
the hypotheses for the two variables will be very similar with high market 
growth bound to facilitate a rise in FDI flows. Nevertheless, in comparison 
Asia should exhibit a highly significant coefficient than Europe due to its 
ever growing market and unexploited resources. 
 
4.3.4 Inflation 
ÒInflation as measured by the annual growth rate of the GDP implicit 
deflator shows the rate of price change in the economy as a whole. The 
GDP implicit deflator is the ratio of GDP in current local currency to GDP in 
constant local currencyÓ (World Bank, 2013). This is yet another proxy for 
market fitness. Simply put, inflation is a measure of price stability within 
an economy; therefore, a low annualized rate is preferable to a high rate 
as this signals sound macroeconomic monetary policies and effective 
management of its economic environment by the host government. 
 
Theoretically, the relationship with FDI should be negative and significant. 
This would mean that foreign investors view a host countryÕs condition of 
stable prices as an indication of low market risk and would therefore be 
prepared to move their capital to foreign soil. 
 
4.3.5 Domestic Credit 
Access to low interest finance and capital is a major conundrum for 
multinationals investing abroad. It is expected that this will have a critical 
role to play in determining FDI flows. The variable, domestic credit 
provided by banks is used to capture this effect and the importance of the 
financing factor in international investment decisions. As World Bank 
(2013) describe, domestic credit includes all gross credit rendered to 
private institutions in various economic sectors, disregarding net credit 
allocation to central governments. 
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Obviously, foreign investors are expected to weigh the benefits of 
investing abroad against the cost of financing. Nevertheless, if domestic 
capital allocation by banks is sufficient enough to offset potential high 
interest rates, then foreign inflows should rise. Hence, hypothetically the 
coefficient for this variable should be positive. Again, it will be interesting 
to see the results of this variable for Europe and Asia after the 2008 credit 
crisis, which saw European banks cash strapped and reluctant to lend 
money. This came after giving out bad loans to unworthy credit borrowers 
who failed to make the interest payments. Consequently, many European 
banks went out of business or had to be bailed out by IMF, ECB and the 
World Bank. This situation however, was not very evident in Asian 
economies, which have sound and prudent banking systems. 
 
4.3.6 Primary School Enrolment 
The variable (domestic credit) defined above was the last of the market 
fitness category of determinants within the institutional FDI model. The 
next category is educational fitness and this is represented by the primary 
school enrolment variable. Although Wilhelms (1998) suggests that data 
for this variable is inconsistent and unreliable as it does not consider the 
fact that students really attend school or attain right skills needed by 
private investors, scarcity and limited sources of data have left me no 
choice. Preferably, Wilhelms (1998) recommends literacy rate or school 
completion proxies, which for some countries in the sample is very 
difficult to compile data. 
 
Henceforth, primary school enrolment statistics have been used, as data 
for most countries, except Singapore is available. World Bank (2013) 
defines it as Òthe ratio of total enrolment, regardless of age, to the 
population of the age group that officially corresponds to the level of 
education shownÓ. Supposedly, a positive relationship with FDI flows is 
anticipated signifying that a high level of enrolment corresponds to rise in 
levels of human capital skills and knowledge to the advantage of private 
investors. This will ensure low cost of in-work training and an expected 
rise in quality of production. 
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A European dummy variable created for the model and linked to this 
variable should produce a highly significant coefficient; especially 
considering the fact that Europe has a larger pool of educated and skilled 
personnel more so than Asia. 
 
4.3.7 Openness Index 
A widely debated consensus about developing nations is their closed trade 
regime, which has seen them lag too far behind rich nations in terms of 
economic development. These policies discourage imports, exports and 
isolate domestic firms from entering international markets and therefore 
affecting trade. Considering the fact that economic growth depends 
certainly to some extent on trade, portfolio and direct investment from 
abroad, the economic openness index can be viewed as an important 
aspect in explaining FDI determinants.  
 
This index is the first of three that have been used in this study to 
quantify government fitness, in particular host country government. 
Wilhelms (1998) used the work of Sachs and Warner (1995) to construct 
a dummy variable for openness index, which she called ÔOPENÕ. Four 
variables explained this index; parallel market exchange rate premium, 
socialist, export marketing board and import quotas. These four variables 
respectively represented; a stable exchange rate which reduced 
uncertainty for foreign investors, little government intervention or ÔfreeÕ 
markets, an open export and import regime. Any one of the 67 countries 
analysed was considered ÒOPENÓ if it scored a 1 in the four variables. 
 
For simplicity, a less complex proxy is used in this study; the ratio of 
trade to GDP. Trade is calculated by summing export and import figures 
for all 20 countries between 1996 and 2011; whereby, for each year an 
ÔopennessÕ ratio is established by dividing with the corresponding gross 
GDP. Basically, a rise in the ratio means a rise in trade activities and 
signifies an internationally active open economy. This is expected to 
attract foreign inflows, exhibiting a positive relationship and regression 
coefficient. 
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4.3.8 Corruption Index 
Transparency International uses a combination of polls and data collected 
by reputable institutions on corruption-related aspects of a country to 
compile a composite index of corruption perception (CPI). In essence, the 
CPI reflects the views of observers and analysts from around the globe 
who live and work in the evaluated countries. ÒIt is not an assessment of 
the corruption level in any countryÉrather it is an attempt to assess the 
level at which corruption is perceived by businessmen as impacting on 
commercial lifeÓ (Transparency International, 1995). The quote details 
something very important interms of the perception of businesses as to 
how corruption impacts their production, investment and overall 
commercial activities. This shows how critical the information can be for 
foreign investors looking to invest in the domestic markets. 
Understanding the index is important as well to know what the numbers 
reveal and what they truly mean. The numbers are arranged as 
scores/rankings from zero to 10. Although no country ever achieves these 
scores, a ten is the highest possible meaning a country is entirely clean of 
corruption; while a zero score represents a country with serious kickbacks 
on business transactions caused by corruption, fraud and dishonesty. 
Although some countries in the sample like Kazakhstan had not been 
listed in the CPI prior to 1999, there is sufficient data of at least 10 years 
or more for all countries. 
 
The expected sign of the relationship with FDI flows is positive. Therefore 
a rise in the businessmenÕs perception of corruption in a country should 
coincide with an increase in foreign investments in the corresponding 
domestic markets. After looking at the data, early indications of the final 
results are that the impact of corruption should be more severe in Asia 
than Europe because most Asian economies have low perception scores 
compared to their European counterparts. Except for Italy and Russia, 
most European economies pose a score of five and above in the majority 
of the years considered for this study. 
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4.3.9 Political Stability 
Political stability is the last of the indices expected to explain government 
fitness. Political risk is quite a massive factor in international investment 
decisions. Eitman et al (2013) define it as the risk of government actions 
and policies having an influence on the business activities of foreign 
entities in the host country economy. World Governance Indicator (2013) 
compiled by the World Bank, reveal a way of quantifying this risk using 
several classifications. These include, rule of law, regulatory quality, 
political stability and absence of terrorism, government effectiveness, 
control of corruption, regulatory quality and voice and accountability. All 
these categories point towards government responsibilities and to a 
certain extent host country exposure to global threats; effectively 
encompassing the real essence of political risk. 
 
For each of the 20 countries in the sample, I have collected the percentile 
ranks recorded in each category and found the average for each year. The 
percentile rank indicated a countryÕs rank among all countries listed by 
the aggregate indicator. A rank of 0 is the lowest, meaning high political 
risk; while a rank of 100 corresponds to the highest rank, meaning less 
risk of government actions and policies contradicting foreign investors. 
Due to the fact that the World Governance Indicator is a fairly recently 
developed measure, these ranks have had to be adjusted down the years 
for changes in composition of the countries covered by the measure. 
 
Intuitively, one would anticipate that a country with a high score and 
hence low political risk would attract high FDI flows. Accordingly, the sign 
of the coefficient should also be positive and highly significant.  
 
4.4 Conclusion 
After defining all the variables, their hypothesis and the methodology to 
be used, it is paramount to summarize and lay out the main statistical 
panel model to be analysed by this research. This is shown below: 
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LnFDIit = β0 + β1GROWit + β2LnGDPit + β3INFit + β4CREDit + 
β5PRIMit + β6OPENit + β7CORRit + β8PRISKit + eit 
 
The first four variables; market growth (GROW), gross domestic product 
(GDP), inflation (INF) and domestic credit provided by banks (CRED) 
represent market fitness as said earlier. The next one is primary school 
enrolment (PRIM), which covers education fitness while the last three 
(OPEN, CORR, PRISK) are indices that capture economic openness, 
corruption perception and political risk. These represent government 
fitness in the framework of institutional FDI fitness. 
 
Chapter 5 shall therefore present the findings, analysis and discussion of 
the results obtained from the three panel estimators. Analysis and 
discussion will involve looking at each variable individually and evaluating 
the essence of the size, significance and signs of the regression 
coefficients in comparison to other empirical studies and to theoretical 
predictions. 
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5 FINDINGS AND DISCUSSION 
 
5.1 Introduction 
In short, this chapter presents the main results attained after applying the 
methodology and panel regression techniques described earlier. All eight 
variables/determinants will be evaluated separately in terms of their 
significance and magnitude of effect on FDI flows into Europe and Asia. At 
the outset though, descriptive statistics in the form of correlation 
matrices, standard deviation, variance, skewness and kurtosis are 
tabulated to introduce the main features of each variable within the model 
and the intrinsic relationships between them. 
 
5.2 Descriptive Statistics 
These stats will help describe the data in depth in terms of its nature and 
main attributes. More importantly, they should reveal any initial concerns 
in relation to the validity and choice of regression estimator; especially 
the correlation statistics should give an early indication of the expected 
signs of the regression coefficients and the type of relationship with the 
dependent variable (FDI inflows). On top of this, the measures of central 
tendency and dispersion (variance, standard deviation, kurtosis and 
skewness) will further shed light on any possible abnormalities underlying 
the data. Table 1 next, begins by displaying these measures of dispersion. 
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Table 1: Central Tendency and Dispersion 
 Variance Std.Deviation Skewness Kurtosis 
FDI Net 
Inflows 
1.77e+21 4.20e+10 3.6856 18.8078 
GDP 1.66e+24 1.29e+12 1.9041 6.6592 
Annual GDP 
Growth (%) 
15.0186 3.8754 -0.4738 4.6367 
Inflation (%) 68.1279 8.2540 4.6311 34.118 
Domestic 
Credit 
4663.285 68.2883 0.9884 4.2257 
Primary 
School 
Enrolment 
1461.051 38.2237 -1.6008 3.8713 
Corruption 
Perception 
5.5639 2.3588 0.1778 1.9443 
Economic 
Openness 
6147.989 78.4091 2.7912 10.9743 
Political 
Stability 
1102.507 33.2040 -0.3663 1.6728 
 
Dissecting table 1, it is clear that there is a very high degree of dispersion 
in the economic openness and domestic credit. For instance, looking at 
their variances (6147.989 for economic openness and 4663.285 for 
domestic credit) and standard deviations (78.4091 for economic openness 
and 68.2883 for domestic credit) respectively, they have the biggest 
variation in terms of magnitude compared to the other variables. The 
skewness statistic shows a considerable discrepancy across the observed 
variables with some revealing negatively skewed variations (political 
stability, primary school enrolment and GDP growth) and others revealing 
positively skewed variations. Crucially, this observation contradicts the 
normal distribution characteristic of zero skewness and equal symmetry in 
the distribution of data. For the positively skewed variables, it means that 
most of the sample is distributed to the left side of the normal bell curve 
and vice-versa is true for negatively skewed variables. Positive kurtosis 
for all variables further emphasizes the abnormality feature of the sample 
ID Number: 4179109 
Module Code: N14031 
  38 
for this study. Usually, a normally distributed variable would have a 
kurtosis of 3; but in this case majority of the variables have exceeded this 
benchmark with the highest being 34.118 for the Inflation rate variable. 
Of all the variables, only primary school enrolment is close to normality 
with a kurtosis of 3.8713. 
 
Moving on to the second part of the descriptive analysis, table 2 illustrates 
a correlation matrix quantifying the relationship between FDI and the 
determinants and between each independent variable. This should give 
early pointers as to the nature of the regression coefficients analysed 
later. 
 
Table 2: Correlation Matrix 
 
 LnFDI LnGDP GDP 
Growth 
Inflation Domestic 
Credit 
Prim.School 
Enrolment 
Corruption 
Perception 
Openness Pol. 
Stability 
LnFDI 1.0000         
LnGDP 0.5773 
(0.0000) 
1.0000        
GDP 
Growth 
0.1048 
(0.0000) 
-0.1437 
(0.0101) 
1.0000       
Inflation -0.1846 
(0.0011) 
-0.3179 
(0.0000) 
0.0409 
(0.4658) 
1.0000      
Domestic 
Credit 
0.1568 
(0.0058) 
0.5544 
(0.0000) 
-0.3457 
(0.0000) 
-0.4458 
(0.0000) 
1.0000     
Prim.School 
Enrolment 
0.0738 
(0.1956) 
0.1798 
(0.0012) 
-0.0317 
(0.5719) 
-0.0187 
(0.7388) 
0.0768 
(0.1699) 
1.0000    
Corruption 
Perception 
0.4074 
(0.0000) 
0.3721 
(0.0000) 
-0.2159 
(0.0001) 
-0.4793 
(0.0000) 
0.5339 
(0.0000) 
-0.0044 
(0.9368) 
1.0000   
Openness 0.0736 
(0.1971) 
-0.3746 
(0.0000) 
0.1383 
(0.0131) 
-0.1120 
(0.0449) 
-0.0614 
(0.2728) 
-0.3587 
(0.0000) 
0.4003 
(0.0000) 
1.0000  
Political 
Stability 
0.2396 
(0.0000) 
0.3181 
(0.0000) 
-0.2192 
(0.0001) 
-0.3199 
(0.0000) 
0.3980 
(0.0000) 
0.0465 
(0.4065) 
0.5499 
(0.0000) 
0.1726 
(0.0019) 
1.0000 
Probability Significance in brackets 
 
Table 2 above reveals the correlation coefficients of the variables used in 
this study. Basically, this gives a brief picture of the association these 
determinants share with each other and with the dependent variable (FDI 
inflows). In other words, the correlation statistics are sort of a prelude to 
the expected regression coefficients in terms of their size of effect on FDI 
and especially the sign of the coefficient. Looking at the first column in the 
table, it is clear that market size captured by GDP has the highest and 
most significant impact on FDI flows with a coefficient of 0.5773; followed 
oddly by the corruption perception index which is a proxy for government 
fitness. Among the other remaining determinants, all of them have the 
correct sign with economic openness and primary school enrolment 
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exhibiting the lowest and most insignificant effect on FDI inflows in Europe 
and Asia. Inflation as predicted in theory has shown a negative impact on 
FDI; meaning that a high inflation rate is perceived to indicate price 
instability in the market and this tends to discourage foreign investment. 
 
Otherwise, considering the correlation coefficients within the independent 
variables there are some interesting observations. It seems the majority 
of the determinants are negatively correlated with each other, indicating 
that as one rises, the other decreases. However, perhaps the most crucial 
observation is the fact that there is close to no indication of 
multicollinearity among the independent variables. This is because all 
coefficients report a figure below 60% or 0.60. Multicollinearity would 
have critically hindered the pooled OLS regression estimator as it would 
have rendered the errors biased and OLS inefficient. Except for the 
relationships between political stability and corruption perception (0.5499) 
and also corruption perception and domestic credit (0.5339), there really 
is no substantial red alert with regards to multicollinearity. The reason for 
a high coefficient between political stability and corruption perception 
stems from fact that the political stability index includes a measure of 
corruption levels of a host government as explained in the variable 
description in the previous chapter. This is probably why the coefficient 
has reported a high figure even though it is not alarming to consider 
dropping one of the variables as it does not exceed 0.60. 
 
5.3 Preliminary Test Results 
Recalling what was said in the previous chapter, it is important for a panel 
regression to choose the correct estimator that will predict efficient 
coefficients and standard errors. Preliminary tests, including the Breusch-
Pagan Lagrange Multiplier and Hausman tests should aid this choice of 
estimator. This subsection aims to present the results and discuss the 
implications of these preliminary tests. 
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Figure 4: Breusch-Pagan Lagrange Multiplier Results 
 
 
 
Figure 5: Hausman Test Results 
 
Figure 4 and 5 above confirm initial predictions about the choice of 
estimator for this particular study. The Breusch-Pagan Lagrange reveals 
the existence of individual fixed effects within the model. Consequently, 
this renders pooled OLS inefficient and biased and hence, favours either 
random effects or fixed effects models. The chi-statistic is far greater than 
the critical value as confirmed by the very low probability score of 0.0000. 
Simply, this means that the countries within the sample are varied well 
                          Prob > chibar2 =   0.0000
                             chibar2(01) =   323.90
        Test:   Var(u) = 0
                       u     .5556143       .7453954
                       e     .6068146       .7789831
                    lfdi     2.266011       1.505328
                                                       
                                 Var     sd = sqrt(Var)
        Estimated results:
        lfdi[category,t] = Xb + u[category] + e[category,t]
Breusch and Pagan Lagrangian multiplier test for random effects
                (V_b-V_B is not positive definite)
                Prob>chi2 =      0.0004
                          =       28.35
                  chi2(8) = (b-B)'[(V_b-V_B)^(-1)](b-B)
    Test:  Ho:  difference in coefficients not systematic
            B = inconsistent under Ha, efficient under Ho; obtained from xtreg
                           b = consistent under Ho and Ha; obtained from xtreg
                                                                              
polstability     -.0022652    -.0017756       -.0004896        .0002533
        open      .0046779     .0076359        -.002958        .0027828
         cpi     -.0020156     .0177838       -.0197993        .0704685
        prim      .0019885     .0017646        .0002239        .0002007
     domcred     -.0027372    -.0039256        .0011884        .0009642
         inf      .0038455     .0034562        .0003893        .0016509
        grow      .0296908     .0267404        .0029504         .004569
        lgdp      1.243996     1.125642         .118354        .0666908
                                                                              
                   fixed          .          Difference          S.E.
                    (b)          (B)            (b-B)     sqrt(diag(V_b-V_B))
                      Coefficients     
. hausman fixed
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enough to support the existence of specific determinants associated with 
individual countries such as resource endowment or tropical 
characteristics. 
 
Moreover, figure 5 gives the Hausman test results. Again the test statistic 
is higher than the critical value and this is confirmed by the probability 
score of 0.0004. Technically, this rejects the null hypothesis that the 
individual fixed effects are uncorrelated with the regressors in the model 
in favour of the alternative hypothesis. Arguably, this means that 
although both random and fixed effects would produce consistent results, 
the fixed model should be more efficient. Nonetheless, it is the intention 
of this study to discuss results of all three estimators (pooled OLS, fixed 
effects and random effects) in detail with regards to each individual 
determinant. As said earlier, this should ensure a more comprehensive 
evaluation of the determinants in the two regions of Europe and Asia. 
 
5.4 Panel Regression Results 
This section features the main part of the analysis of this study. It 
discusses the findings for each individual determinant of FDI in relation to 
the size, significance and sign of its coefficient. These will effectively be 
linked to the theoretical hypotheses and compared to empirical findings of 
previous literature. Analysis and discussion will be split into two parts, 
with the first part detailing and comparing individual regression results of 
both Europe and Asia. The second part combines all twenty countries in 
both regions and presents overall regression results, which should provide 
a comprehensive framework to make concrete and concise conclusions. 
 
5.4.1 Individual Results for Europe and Asia 
Table 3 and 4 in the next page illustrate the results for Europe and Asia 
respectively showing the beta coefficients obtained from running panel 
regressions in STATA together with their standard errors in brackets and 
significance levels indicated by the asterisks. 
  
ID Number: 4179109 
Module Code: N14031 
  42 
Table 3: Europe FDI determinants 
 Random Effects 
Without Time 
dummy 
Random Effects 
With Time 
dummy 
Within Groups 
Fixed Effects 
Pooled OLS 
 Ln (FDI) Ln (FDI) Ln (FDId) Ln (FDI) 
 b/se b/se b/se b/se 
Ln (GDP) 1.200*** 0.999***  0.999*** 
 (0.155) (0.083)  (0.083) 
GDP Growth 0.057** 0.095***  0.095*** 
 (0.025) (0.030)  (0.030) 
Inflation -0.006 0.004  0.004 
 (0.010) (0.010)  (0.010) 
Domestic 
Credit 
-0.000 -0.001  -0.001 
 (0.002) (0.002)  (0.002) 
Prim.School 
Enrolment 
-0.000 0.001  0.001 
 (0.002) (0.002)  (0.002) 
Corruption 
Perception 
0.115 0.157**  0.157** 
 (0.084) (0.064)  (0.064) 
Economic 
Openness 
0.007 0.006*  0.006* 
 (0.005) (0.004)  (0.004) 
Political 
Stability 
-0.001 -0.000  -0.000 
 (0.002) (0.002)  (0.002) 
Time Dummy  0.238 0.214 0.238 
  (0.230) (0.224) (0.230) 
lgdpd   -0.000  
   (0.000)  
growd   0.067**  
   (0.030)  
infd   -0.038***  
   (0.011)  
domcredd   0.006**  
   (0.003)  
primd   -0.002  
   (0.002)  
cpid   0.288*  
   (0.152)  
opend   0.008  
   (0.007)  
polstabilityd   0.003  
   (0.002)  
Constant -10.475** -5.477** -0.047 -5.477** 
 (4.172) (2.217) (0.120) (2.217) 
R-squared   0.192 0.645 
N 155 155 155 155 
Standard errors in brackets 
*** 1% significance 
** 5% significance 
* 10% significance 
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Table 4: Asia FDI determinants 
 Random Effects 
Without Time 
dummy 
Random Effects 
With Time 
dummy 
Within Groups 
Fixed Effects 
Pooled OLS 
 Ln (FDI) Ln (FDI) Ln (FDId) Ln (FDI) 
 b/se b/se b/se b/se 
Ln (GDP) 1.078*** 1.143***  1.143*** 
 (0.123) (0.109)  (0.109) 
GDP Growth 0.038* 0.062***  0.062*** 
 (0.021) (0.023)  (0.023) 
Inflation 0.020 0.023  0.023 
 (0.017) (0.017)  (0.017) 
Domestic 
Credit 
-0.005* -0.002  -0.002 
 (0.003) (0.002)  (0.002) 
Prim.School 
Enrolment 
0.003 0.003  0.003 
 (0.002) (0.002)  (0.002) 
Corruption 
Perception 
-0.216* -0.393***  -0.393*** 
 (0.117) (0.090)  (0.090) 
Economic 
Openness 
0.013*** 0.016***  0.016*** 
 (0.002) (0.002)  (0.002) 
Political 
Stability 
-0.006* -0.008**  -0.008** 
 (0.003) (0.004)  (0.004) 
Time Dummy  -0.086 0.621*** -0.086 
  (0.200) (0.187) (0.200) 
lgdpd   -0.000  
   (0.000)  
growd   0.059**  
   (0.023)  
infd   0.042**  
   (0.018)  
domcredd   -0.002  
   (0.004)  
primd   0.003  
   (0.002)  
cpid   0.149  
   (0.176)  
opend   0.005  
   (0.005)  
polstabilityd   -0.001  
   (0.003)  
Constant -6.344** -8.052*** -0.159 -8.052*** 
 (3.079) (2.735) (0.101) (2.735) 
R-squared   0.204 0.612 
N 154 154 154 154 
Standard errors in brackets 
*** 1% significance 
** 5% significance 
* 10% significance 
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Gross Domestic Product 
Prior to discussing the results above, it is important to note that there are 
essentially four estimated models; random effects with time dummy, 
random effects without a time dummy, within groups fixed effects and 
pooled OLS. The reason two random effects models are estimated is 
because an inclusion of the time dummy has effectively caused random 
effects to produce same estimates as the pooled OLS. Henceforth, a 
random effects without a time dummy was also estimated to provide 
some sort of comparison basis with the other models. Ultimately, in the 
discussions if pooled OLS is referred to, then technically the random 
effects with time dummy would have been covered as well.  
 
Moving on to discuss the results for GDP, the hypothesis for this measure 
of host market fitness capturing the size of the market was that it is 
meant to positively impact FDI flows. This has proven to be true as the 
tables above show. In all estimated models except the fixed effects 
model, the sign of the coefficient is positive and highly significant. For the 
fixed effects, the size of the coefficient is quite small and highly 
insignificant anyway, therefore it matters less. However, something of 
interest to note is that the random effects without time dummy model 
reveals that European market size is more influential in attracting FDI 
flows with a coefficient of 1.200 compared to 1.078 for Asia. The next 
estimated model, which includes a time dummy contradicts this finding by 
revealing the opposite with Asia having a coefficient of 1.143 and Europe 
0.999. It is possible that this difference arises from the mechanics of the 
two estimated models in relation to the standard errors. Nonetheless, if 
we consider the second model the coefficients reflect that a 1% rise in 
gross domestic product or size of host market, would cause a 1.143% rise 
in Asian FDI inflows and less than a per cent rise in European FDI flows.  
 
Otherwise, without discarding the results of the preliminary tests, it is 
important to recognise that the most efficient of the estimated models is 
the fixed effects as confirmed by the Hausman test. Henceforth, it is not 
surprising to find most literature studies support the findings above for 
this particular variable. Wilhelms (1998) herself while testing the 
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institutional FDI fitness model found a negatively significant relationship 
for the market size variable, although per capita GDP was used as proxy. 
Zeng (2009), Sethi et al (2003) and Botric and Skuflic (2006) add on to 
the list of empirical studies that came up with this finding. On top of this, 
other empirical studies found a positive impact, although different proxies 
for market size were used, such as GNP and per capita GNP (Coupet et al, 
2007; Maniam and Chatterjee, 1998; Kobrin, 1976; Root and Ahmed, 
1978; Sahoo, 2006; Twimukye, 2006). 
 
GDP Growth 
Another variable explaining market fitness is GDP growth, which was 
meant to capture a positive association between market growth and FDI 
inflows. For both countries, all models report the correct theoretical sign 
but the magnitude of the effect is quite small compared to the market size 
variable. There is not much of a difference between Europe and Asia in 
terms of the coefficients. The unbiased fixed effects model shows that for 
Europe, a percentage rise in GDP growth would cause a 6.7% increase in 
FDI inflows; while for Asia a 5.9% increase would occur. Both of these 
outcomes are at the 5% significance level. This speaks volumes for the 
amount of work put in by Asian economies to try and attract foreign 
investment and come to par with the developed nations. For the other 
estimated models, there is a varying degree of significance of the beta-
coefficients. For instance, the random effects without time dummy shows 
5% significance for Europe and 10% significance for Asia while the 
random effects with time dummy reveals high significance at 1% level. 
These are all at different magnitudes of the coefficients with Asian GDP 
growth always showing a slightly lower impact on FDI. 
 
If we look at previous studies, the likes of Mohamed and Sidiropoulos 
(2010) and Cleeve (2008) support the positive and significant findings of 
this study on this variable. However, Mhlang et al (2010) and Vijayakumar 
et al (2010) who found no plausible effect and Serin and Caliskan (2010) 
who reported an insignificant negative relationship, contradict with these 
results. This could be explained by the sample size they looked at or the 
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type of evaluation methods they used. If sample size was too small, then 
beta-coefficients are bound to be affected. 
 
Inflation 
Inflation was hypothesised to have a negative coefficient due to its 
detrimental relation with price instability. Tables 3 and 4 reveal dissimilar 
verdicts for this variable. Overall, for Europe except for pooled OLS, all 
other estimators show the correct sign and even high significance in the 
fixed effects model. Inflation in Asia seems to surprisingly have a positive 
influence on FDI inflows with fixed effects reporting a 5% significance 
level. Furthermore, the size of the impact is rather large in Asia than in 
Europe with the fixed effects reporting a 4.2% increase in inflows in Asia 
compared to a 3.8% drop in Europe. This observation is also true for the 
remaining estimators.  
 
The negative coefficients observed in the Europe regression are consistent 
with the findings of Ranjan and Agrawal (2011), Marial and Ngie (2009), 
Kiat (2008), Mercereau (2005) and Asiedu (2002). On the contrary, Serin 
and Caliskan (2010) and Rashid and Ho (2011) found inconclusive 
evidence of positive relationship between inflation and FDI. Ironically, 
Serin and Caliskan (2010) were researching on determinants in Southeast 
Europe and while Rashid and Ho (2011) studied the Malaysian market. 
While, Rashin and Ho (2011) findings correspond with this studyÕs 
observations of the effect of Asian inflation on FDI, the negative 
coefficients for Europe are inconsistent with Serin and Caliskan (2010) 
results. Kolstad and Villanger (2008) observed no evidence of any 
meaningful impact of inflation on FDI.  
 
Domestic Credit  
Theory on this determinant expected a positive influence on foreign 
investments so that as host nation banksÕ provision of loans and credit 
rises, FDI increases proportionately. In Europe, the unbiased fixed effects 
estimated a correct positive beta-coefficient of 0.006; meaning a 
percentage increase in domestic credit provision by banks as fraction of 
GDP would only raise FDI flows by 0.6%, which is quite small compared to 
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other determinants. Otherwise, the size of the coefficient in Asia is even 
smaller (0.2%), negative and insignificant nonetheless. Moreover, all 
other estimators in both continents have demonstrated weak results for 
this coefficient, further underlining its diminutive connotation in the 
foreign investment decision. This verdict is also corroborated by Wilhelms 
(1998) study which found positive but highly insignificant correlation with 
FDI flows. Mainly, this is due to the fact that foreign investors see it 
convenient, easier and financially viable to attain capital funds or credit 
from their home countries instead of host countries (Wilhelms, 1998). 
 
Primary School Enrolment 
Within the institutional FDI fitness model, educational fitness is proxied by 
this particular variable, which again should demonstrate a positive 
coefficient as theory predicts and as the correlation matrix presented 
earlier showed. Once again, as the previous variable exhibited, primary 
school enrolment has very little presence in the FDI decision. All 
estimated models produced insignificant results with a very low 
magnitude of the coefficients. Although the theoretical sign is negative in 
for some estimators like the fixed effects, the size of the effect is close to 
negligible. This is especially true for Europe where the pooled OLS, for 
instance reports that a 1% rise in school enrolment or skills in human 
capital would only see a 0.1% increase in FDI.  
 
Evidently, it seems much of the literature donÕt find strong results for this 
variable either. Starting with Wilhelms (1998), although the coefficient 
had the correct positive theoretical sign, it was highly insignificant. The 
author substituted the proxy for educational fitness to illiteracy rate and 
found very significant results although her sample size was reduced 
substantially. Possibly, a similar action in this study could improve the 
outcome for this variable although it might undermine results for the 
other determinants. Nevertheless, Kim and Park (2013), Mercereau 
(2005) and Cleeve (2008) further highlight the rather minute and 
irrelevant effect this variable has on FDI flows.  
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Corruption Perception 
As defined previously, the CPI index is one of three proxies used to 
measure government fitness in determining FDI inflows. Due to the fact 
that the index is compiled as a set of scores out of ten, a high score would 
indicate low corruption perception in the eyes of business owners in host 
countries, and hence this would ultimately attract FDI. Starting with the 
fixed effects model, results for both continents show the correct 
theoretical sign. The impact of this determinant is more prominent in 
Europe compared to Asia due to the size and significance of the 
coefficient. In Europe, a unit increase in the corruption perception score of 
a host country would facilitate a 28.8% rise in FDI flows albeit at a 10% 
significance level. In contrast, Asian countries would only gain a 15% rise 
in foreign investment. This is not surprising considering most Asian 
countries had CPI scores way below 4 out of 10 and therefore any 
upgrade in perceptions would only really slightly improve foreign inflows. 
Adding on to this, the red tape and bureaucracy surrounding most Asian 
governments does not help the situation. Considering the other estimated 
models, pooled OLS shows a positive coefficient at 5% significance for 
Europe, but for Asia CPI is estimated to have a high negative impact at 
1% significance. 
 
Observing previous empirical evidence on this determinant, by and large 
most of it agrees with the positive coefficient found in this study. Brada et 
al (2012), Mercereau (2005) and Fung et al (2004) found evidence of 
positive significant relationship between corruption perception or lack of 
corruption and FDI. Although the coefficient was positive, Gastanaga et al 
(1998) observed no significance. In contrast, Serin and Caliskan (2010), 
Buch et al (2005), Cleeve (2008) and Mohamed and Sidiropolous (2010) 
contradict these findings by reporting a negative effect of corruption. 
Brada et al (2012) suggest that a negative coefficient could be because 
under certain circumstances, bribes and illegal incentives could allow 
multinationals to circumvent red tape and bureaucratic obstacles in host 
countries to facilitate their effective functionality. 
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Economic Openness 
This index capturing government fitness was also hypothesised to have a 
positive relationship with FDI and the verdict as the results show is that 
theory was proven to be true because all estimated models demonstrate a 
positive coefficient. Technically, this signifies that as a country becomes 
more open to international trade as facilitated by the host government 
open policies, a rise in foreign investment should be expected. The first 
and second estimated models show the importance of this determinant in 
the FDI decision to invest in Asia as both of them report a positive 
coefficient (0.013 and 0.016 respectively) significant at the 1% level. 
Although it is not massive, a percentage rise in openness would attract a 
1.6% increase in FDI inflows. For Europe, the impact is much less with 
only the random effects with time dummy estimator showing a mere 
0.6% rise in FDI and this is only significant at 10%. The unbiased fixed 
effect predicts that this determinant will only have a small insignificant 
impact on FDI flows in both continents. 
 
Wilhelms (1998), Cleeve (2008), Mhlanga et al (2010), Botric and Skuflic 
(2006) and Asiedu (2006) found a highly significant relationship between 
openness and FDI, which supports the findings of pooled OLS and random 
effects but not the fixed effects model. Nevertheless, the fixed effects 
results are supported by Resmini (2000), Mohamed and Sidiropolous 
(2010) and Vijayakumar et al (2010) who all reported a negligible 
coefficient. More surprisingly, Mecereau (2005) and Sahoo (2006) found a 
negative impact, which means economic openness has hampered the 
growth of global FDI down the years. 
 
Political Stability 
Another index representing government fitness is political stability. Once 
again, the theory expects FDI to be positively associated with political 
stability and this was obviously confirmed by the correlation matrix, which 
showed this variable to have the second highest impact in terms of 
magnitude of correlation coefficient and significance. However, regression 
results are rather contradictory as a negative coefficient is exhibited in 
almost all estimated models. For Europe, the effect of political stability on 
ID Number: 4179109 
Module Code: N14031 
  50 
foreign investment is quite minute and highly insignificant. Contrast this 
to Asia, although the coefficient sign is not what was expected, the impact 
is slightly more with pooled OLS showing 5% significance. Basically, a 
negative coefficient would mean that political stability deters foreign 
investors, a revelation which is quite astounding. Nevertheless, it could be 
do to do with the fact that because political stability is associated with low 
investment risk, foreign investors perceive this as an indication of low 
returns in the long run. Hence, one can conclude that foreign investors 
are risk takers who value high returns more than the safety of their 
investments and therefore would be prepared to invest even in politically 
unstable countries. 
 
Most empirical studies (Wilhelms, 1998; Nigh, 1985; Serin and Caliskan, 
2010; Fung et al, 2004; Basi, 1966; Kaufman et al, 1999 and Loree and 
Guisinger, 1995) very much contradict these results. All these studies 
found evidence of positive and significant correlation with FDI. However, 
Sethi et al (2003) and Wheeler and Mody (1992) observed negative but 
insignificant coefficients, which is consistent with most estimated 
coefficients for this determinant. 
 
Time Dummy 
A time dummy was introduced in the analysis to evaluate whether the 
2008 economic recession had a particularly adverse effect on the global 
flow of foreign funds and to establish existence of any distinct impact on 
either Europe or Asia. Hypothetically, it is expected that a negative 
relationship should materialise specifying that as the years went by (from 
2008 onwards) and the recession got worse, FDI would ultimately fall. 
Table 3 and 4 reveal startling results. The unbiased fixed effects model 
estimates a positive coefficient for both continents. Asia however, is more 
prominent with a larger impact and significance (1% level) than Europe. 
The figure 0.621 basically implies that on average during the recession 
period FDI in Asia rose by 62.1% compared to other periods considered in 
the study. This is a massive rise compared to 21.4% (insignificant) rise in 
Europe and it refutes the prediction that foreign investment was 
hampered during the recession. However, pooled OLS predicts the correct 
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sign for Asia but not for Europe. The coefficient for Asia shows a lesser 
insignificant impact of 8.6% drop in FDI, while in Europe the coefficient 
remains quite similar at 23.8%, which is also insignificant.  
 
The findings for Asia are a fair reflection of how strong the Asian economy 
has proved to be in withstanding the worldwide economic downturn. This 
explains why whilst European countries are still struggling to maintain 
positive growth in the aftermath of the 2008 events, Asian countries have 
continued to enjoy positive levels of growth and are leading their 
counterparts in international markets. It all comes down to prudent and 
sound financial systems and regulations established even before the 
economic crisis that has aided a steady recovery of Asian economies. 
 
5.4.2 Overall Results 
Findings are presented in two tables, which differ in terms of variables 
tabulated. Table 5 presents the three models (random effects, pooled OLS 
and fixed effects) with all the eight variables plus a regional dummy and 
interaction dummy between time and region. Table 6 controls for even 
more interaction variables as the regional dummy is interacted with the 
other eight variables to see how FDI is impacted. The purpose of 
introducing these was explained previously and their implications are 
further analysed as the discussion unfolds. 
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Table 5: Overall Results Without Interaction Dummies 
 Random Effects 
Within Groups 
Fixed Effects 
Pooled OLS 
 Ln (FDI) Ln (FDId) Ln (FDI) 
 b/se b/se b/se 
Ln (GDP) 1.136***  0.870*** 
 (0.114)  (0.068) 
GDP Growth 0.030*  0.087*** 
 (0.017)  (0.019) 
Inflation 0.005  0.003 
 (0.009)  (0.010) 
Domestic Credit -0.004**  -0.005*** 
 (0.002)  (0.001) 
Prim.School 
Enrolment 
0.002  0.004** 
 (0.001)  (0.002) 
Corruption 
Perception 
-0.018  0.062 
 (0.073)  (0.055) 
Economic Openness 0.009***  0.007*** 
 (0.002)  (0.001) 
Political Stability -0.002  -0.003 
 (0.002)  (0.002) 
Regional Dummy -0.495 -0.047 -0.567*** 
 (0.346) (0.117) (0.202) 
Time Dummy 0.066 0.497** 0.508** 
 (0.192) (0.207) (0.218) 
Region*Time -0.287 0.093 -0.467* 
 (0.233) (0.254) (0.280) 
lgdpd  -0.000  
  (0.000)  
growd  0.061***  
  (0.019)  
infd  -0.008  
  (0.010)  
domcredd  0.002  
  (0.002)  
primd  0.002  
  (0.002)  
cpid  0.094  
  (0.111)  
opend  0.006  
  (0.004)  
polstabilityd  0.002  
  (0.002)  
Constant -7.770*** -0.120 -1.225 
 (2.974) (0.098) (1.747) 
R-squared  0.135 0.564 
N 309 309 309 
Standard errors in brackets 
*** 1% significance 
** 5% significance 
* 10% significance 
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Table 6: Overall Results With Interaction Dummies 
 Random Effects Within Groups 
Fixed Effects 
Pooled OLS 
 Ln (FDI) Ln (FDI) Ln (FDI) 
 b/se b/se b/se 
Ln (GDP) 0.999***  0.999*** 
 (0.086)  (0.086) 
GDP Growth 0.095***  0.095*** 
 (0.032)  (0.032) 
Inflation 0.004  0.004 
 (0.011)  (0.011) 
Domestic 
Credit 
-0.001  -0.001 
 (0.002)  (0.002) 
Prim.School 
Enrolment 
0.001  0.001 
 (0.002)  (0.002) 
Corruption 
Perception 
0.157**  0.157** 
 (0.066)  (0.066) 
Economic 
Openness 
0.006*  0.006 
 (0.004)  (0.004) 
Political 
Stability 
-0.000  -0.000 
 (0.002)  (0.002) 
Region 
Dummy 
-2.575 -11.525*** -2.575 
 (3.503) (2.783) (3.503) 
Time Dummy 0.238 0.475** 0.238 
 (0.239) (0.217) (0.239) 
Region*GDP 0.144 0.428*** 0.144 
 (0.136) (0.111) (0.136) 
Region*Grow -0.033 -0.057* -0.033 
 (0.039) (0.031) (0.039) 
Region*Inflati
on 
0.019 0.064*** 0.019 
 (0.020) (0.018) (0.020) 
Region*Dome
stic Credit 
-0.000 -0.000 -0.000 
 (0.003) (0.002) (0.003) 
Region*Enrol
ment 
0.002 0.002 0.002 
 (0.003) (0.003) (0.003) 
Region*CPI -0.550*** -0.087 -0.550*** 
 (0.109) (0.092) (0.109) 
Region*Open
ness 
0.010** 0.005*** 0.010** 
 (0.004) (0.002) (0.004) 
Region*Politic
al Stability 
-0.008* -0.005 -0.008* 
 (0.004) (0.004) (0.004) 
Region*Time -0.324 -0.307 -0.324 
 (0.307) (0.288) (0.307) 
lgdpd  0.000  
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  (0.000)  
growd  0.087***  
  (0.026)  
infd  -0.028**  
  (0.011)  
domcredd  0.003  
  (0.002)  
primd  -0.000  
  (0.002)  
cpid  0.170  
  (0.115)  
opend  0.002  
  (0.004)  
polstabilityd  0.003  
  (0.002)  
Constant -5.477** -0.062 -5.477** 
 (2.300) (0.118) (2.300) 
R-Squared  0.201 0.659 
N 309 309 309 
Standard errors in brackets 
*** 1% significance 
** 5% significance 
* 10% significance 
 
Region and Time Dummies 
Just as it occurred in the first instance, looking at table 6 it is clear that 
introducing interaction dummy variables has rendered the random effects 
modelÕs output the same as the pooled OLS. Hence, in discussion a 
reference to one model will mean the other is covered as well.  
 
Scheming through the two tables thoroughly, the majority of the variables 
have produced similar outcomes compared to the results obtained when 
individual continent regressions were executed. Considering the unbiased 
fixed effects results, the time dummy again reports a positive coefficient, 
which means FDI was not really hampered by the recent economic 
recession. The size and significance of the impact however, have dropped 
with both tables revealing a 5% significance compared to the 1% 
significance observed previously. 
 
The region dummy is a new variable, which was not encountered in the 
first part of the discussion. Basically, it is introduced to capture continent 
specific effects and it takes a value of 1 if a country is in Asia while a 
value of 0 is recorded for a country in Europe. All estimated models show 
a negative relationship between this dummy and FDI which means that, if 
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we consider the pooled OLS without interaction dummies result, Asia 
receives 56.7% less FDI inflows compared to Europe. This result is quite 
significant as well at the 1% level. When interaction dummies are 
introduced, the coefficient becomes even more prominent although not 
significant. 
 
Furthermore, interacting these two dummies (region and time) has also 
produced mixed results. Predictably, a positive coefficient would have 
been ideal in theory because Asian countries performed admirably during 
the recession compared to Europe and hence should have attracted more 
foreign funds. However, most of the coefficients are negative signifying 
the fact that even through the recession period, Asia was still receiving 
less foreign funds compared to Europe; but also the coefficients are highly 
insignificant anyway. Only pooled OLS without interaction dummies 
estimated a negative impact at 10% significance.   
 
GDP and GDP growth 
Similar to earlier discussions, both these variables exhibit strong influence 
on flow of FDI funds. As far as GDP which proxies market size is 
concerned, pooled OLS and random effect seem to agree that foreign 
investors are significantly influenced by how big the host market is. The 
unbiased fixed effects however, continues to persist that the relationship 
is non-existent, negative and very much insignificant atleast in these two 
regions under microscope in this study. 
GDP growth capturing the growth in host market appears to show a higher 
impact when interaction dummies are introduced. Looking at the fixed 
effects model, for instance a 1% growth in market would raise FDI by 
8.7% in the second model (with interaction dummies) compared to 6.1% 
in the first model (without interaction dummies). These results are all 
highly significant at 1% level. 
 
Interestingly, when these two variables are interacted with the regional 
dummy their impacts and significance change. The fixed effects now 
shows GDP as highly significant once interacted with the regional dummy. 
Technically, the coefficient would mean that AsiaÕs market size attracts on 
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average 42.8% more FDI than its European counterpart. On the other 
hand, surprisingly the growth variable is now negative and less significant 
(10% level) meaning AsiaÕs market growth is going unnoticed in the eyes 
of foreign investors.  
 
Inflation and Domestic Credit 
The estimated models contradict the theoretical verdicts on these two 
variables. Out of the three, only the unbiased fixed effects predicts the 
correct coefficient signs. Pooled OLS and random effects show a positive 
relationship between inflation and FDI flows. However, the impact is quite 
small and strongly insignificant. Otherwise, with the introduction of 
interaction dummies, the fixed effects model exhibits a correct negative 
coefficient which is significant at the 5% level. Hence a percentage rise in 
average price levels perceived as price instability, would cause FDI to fall 
by 2.8%. 
 
On the other hand, domestic creditÕs regression estimates are exact 
opposite. Random effects and pooled OLS reveal a negative and 
significant relationship with pooled OLS being more significant at the 1% 
level. This is despite the impact on FDI being quite slender, an 
observation seen in the earlier discussion. Unbiased fixed effects model 
reveals the correct theoretical sign but the coefficient is very small and 
insignificant. 
 
Considering the interaction terms, only inflation has a distinct effect in 
comparison to domestic credit whereby the impact is close to negligible. 
The pooled OLS and random effects show a coefficient of 0.019, which is 
not significant. However, fixed effects estimates a highly significant 
impact of inflation in Asia compared to Europe. A percentage rise in 
inflation should trigger a 6.4% increase in FDI in Asia more than Europe. 
This observation agrees with the earlier findings in table 4 on the same 
variable whereby inflation was found to positively influence foreign 
investment. 
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Primary School Enrolment 
Previous discussion of regression results in Europe and Asia showed that 
this determinant had very little effect on FDI inflows. It is no surprise that 
the same findings are observed in the overall results tables above. With 
the exception of pooled OLS in table 5 (without interaction terms), all 
other estimators reveal insignificant coefficients although the majority of 
the coefficient signs are consistent with the hypothesis on this variable. 
The pooled OLS result shows that if students enrolment in primary schools 
rises by a percent, then FDI would only increase by a mere 0.4% at a 
significance level of 5%. 
 
Economic Openness, CPI and Political Stability 
These three determinants represent government fitness as explained 
earlier. Starting with economic openness, the results are consistent with 
those in tables 3 and 4 especially for Asia as depicted by the interaction 
term (region*openness). All the coefficient signs for this variable in the 
estimated models point towards a positive relationship with FDI, a finding 
which is parallel with theoretical predictions. Although the magnitude of 
the impact as shown by the size of the coefficient is quite small, it is 
rather highly significant as well. Considering table 5 where interaction 
terms are not included, the random effects and pooled OLS estimators 
report 1% significance. A unit increase in the openness index would raise 
FDI by 0.7% as estimated by pooled OLS and 0.9% as estimated by 
random effects. However, the unbiased fixed effects model shows a 
relatively small insignificant impact on FDI for this variable with a 
coefficient of 0.006. Contrarily, when the interaction dummy term 
region*openness is included, fixed effects reveals the most significant 
coefficient out of the three estimated models. Precisely, this would mean 
that the openness policies to free up international trade and liberalize the 
Asian markets have contributed to a 0.5% increase in FDI inflows in 
comparison to Europe. Random effects model estimates a slightly higher 
coefficient (0.010) but lower significance (5%).   
 
For the corruption perception variable, in most cases the coefficient has 
the right positive sign. These are largely insignificant until the interaction 
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dummies were introduced and the model estimated again. Pooled OLS and 
random effects both predict that with 5% significance, a unit rise in the 
perception score would cause a 15.7% rise in FDI flows. However, on the 
flip side of the coin, the interaction term region*cpi shows a negative 
relationship surprisingly. Nevertheless, this is consistent with previous 
findings on determinants in Asia where this variable exhibited a negative 
coefficient. Simply put, a coefficient of -0.550 would mean that a rise in 
CPI score for an Asian country would only cause a drop in foreign funds by 
55%. Again, this could be because foreign investors are risk takers in the 
hope of high returns and hence would perceive a rise in CPI score as 
falling risk. 
 
Results for the political stability variable can further reiterate this point. 
Although the unbiased fixed effects model seems to support theory with 
its positive insignificant coefficients as seen in the two tables, the pooled 
OLS and random effects are persisting with negative significant beta-
coefficients. Without interaction dummies, this variable is highly 
insignificant in all estimated models; even more so after introducing 
interaction dummies. The interesting observation is the region*polstability 
variable whereby pooled OLS reports a negative and significant coefficient 
albeit at the 10% level. Although the magnitude of impact is not as big as 
the CPI variable, it confirms the point I made about multinationals being 
risk takers.   
 
5.5 Conclusion 
Summarizing the findings, it seems market fitness and government fitness 
variables portray the highest and most significant impact on FDI inflows 
into Europe and Asia. All three panel estimators were analysed; but ideally 
as far as the estimated coefficients are concerned, the within groups fixed 
effects proves to be the most unbiased. This was confirmed in the 
preliminary tests performed on the sample and displayed in figures 4 and 
5. Henceforth, for Europe one can conclude with certainty that the fixed 
effects model coefficients for GDP growth, domestic credit, inflation and 
corruption perception are unbiased and therefore have the highest 
significance in influencing foreign investments. While for Asia, the time 
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dummy capturing the impact of 2008 recession, inflation and growth are 
most significant.  
 
Overall results mostly present the same picture with most interaction 
dummies proving highly significant while the inflation and growth 
variables also prove crucial determinants within the unbiased fixed effects 
model. Perhaps these overall results were hampered due to loss of 
degrees of freedom after introducing various interaction dummies on top 
of the regional and time dummies. Appendix 1 shows the panel results of 
the three estimated models without the inclusion of any dummies. 
Random effects and pooled OLS reveal a host of highly significant 
variables such as GDP, growth, domestic credit, openness and corruption 
perception. Looking at the fixed effects, it is no surprise that only three 
variables are significant (openness, domestic credit and growth). The final 
chapter will include the main conclusions from this study, policy 
implications and scope for further research. Hopefully, these findings 
should assist policymakers in Europe and Asia about effective policies and 
which determinants to target in order to attract more foreign investments. 
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 6 CONCLUSION AND POLICY IMPLICATIONS 
 
6.1 Concluding Remarks 
The model of institutional FDI fitness provides a strong extension of the 
mainstream theory on FDI. Its main idea is that institutional policies and 
their implementation are what determine a countryÕs lure for foreign 
investors; rather than other inflexible variables. This research study tried 
to extend the empirical literature on FDI determinants by applying the 
institutional fitness model in a comparison study of foreign investment 
determinants in Europe and Asia. 
 
Analysis via panel regression techniques was carried out in two parts. The 
first part split the sample into two halves containing countries from 
Europe and Asia respectively. Results showed that the main factors that 
influence FDI decisions in Europe included market growth, corruption 
perception, inflation and capital funds availability. Main determinants for 
Asia showed market growth again to be most prominent, inflation and a 
time dummy for the recent economic recession. These results are mostly 
based on the unbiased fixed effects model, which was proved to be the 
most efficient panel estimator by the preliminary tests.  
 
Otherwise, the second part of the analysis combined the whole sample 
and overall determinants of FDI were revealed. The most significant 
variables were economic openness, which has risen massively down the 
years as more and more countries have loosened their tight policies to 
accommodate foreign investments; market growth was also seen as a 
very important influence of FDI together with corruption perception and 
domestic credit availability. Other striking revelations were observed in 
the dummy variables for time and region. The 2008 economic downturn 
was expected to reduce foreign investments; but to a large extent it 
appears to have aided it further as most of the coefficients showed a 
positive and significant sign. Moreover, it was also found that despite its 
growing and expanding markets, Asia were still receiving less FDI than 
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Europe on average with most of the regional dummy coefficients showing 
a negative sign.  
 
Nevertheless, going back to the original fitness model these results 
generally agree with Wilhelms (1998) results and most empirical studies 
on FDI determinants. Although it is rather surprising that the market size 
variable according to the unbiased fixed effects model is not significant, 
largely two categories of fitness (market and government fitness) seem 
more important in attracting foreign investment than the educational 
fitness category. These findings have very critical implications on foreign 
investment policy within European and Asian nations. Next section 
describes these implications in detail. 
 
6.2 Policy Implications 
In light of these results, several implications with regards to FDI policy 
should be pointed out to guide policy makers in choosing effective policies 
to attract foreign investment. Firstly, consider the market growth 
determinant proxied by annual GDP growth rate, which was the most 
significant variable in the results for both Europe and Asia. Government 
authorities in both continents need to utilise macroeconomic policy tools 
to ensure rising levels of GDP growth or to sustain current levels in order 
to entice foreign investors. Suffice to say that current levels of economic 
growth especially in Europe are not very encouraging, as many economies 
have struggled to recover from the 2008 recession. In fact very recently 
countries like Greece and Italy were experiencing near zero growth 
brought about by high levels of government debt. While it should seem 
heartening in the eyes of foreign investors that World Bank and other 
institutions of the like are bailing these countries out, it is up to the 
domestic governments in these nations to enact their own fiscal and 
monetary policies to boost growth and maintain prevailing levels of FDI 
because as results show, the recession has not reduced FDI significantly. 
For Asia nevertheless, it is a case of Òif it is not broke, donÕt fix itÓ 
referring to their high levels of economic growth which should be 
sustained to further boost FDI prospects in the region. 
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Secondly, the economic openness factor also seems important in the FDI 
decision. In the introductory chapter, it was said that FDI during the 
period before the 80s was very much non existent due to the fact that 
many economies had very rigid and tightly closed markets to international 
trade and investments. However, ever since the mid 80s, policies to open 
up global domestic markets to the international arena has seen foreign 
direct investment grow in popularity among nations as a way to boost 
gross domestic products. These policies include among others initiating 
low trade barriers regional trading blocs, abolishing or reducing trade 
tariffs, incentives to domestic firms who diversify risk through 
international trading and investment and many others. For Europe and 
Asia, there are several trading blocs including European union, ASEAN 
trading bloc, already established where members trade and invest as per 
certain set bloc regulations. Policy makers in both regions should 
encourage more of these trading blocs and policies to enhance the 
economic openness of countries in Asia and Europe. Host markets with 
low trade tariffs and quotas and higher access to international markets 
should see a rise in foreign funds. 
 
Thirdly, corruption perception and inflation also have a vital role to play in 
impacting the direction of foreign investment. It is important that 
governments maintain their credibility in terms of high transparency, 
accountability, political stability and low corruption levels to ensure a high 
CPI index score is sustained so that foreign investors perceive this as 
conducive environment to invest. Of course results showed a negative 
coefficient for Asia meaning low CPI score corresponded with high FDI and 
the explanation for this was that high corruption meant high risk and high 
returns for foreign investors. However, this does not justify or give 
governments in Asia licence to raise corruption levels. In EuropeÕs case 
especially considering the political turmoil in Italy who have been 
frequently changing governments, the situation is not ideal for FDI to 
foster. Hence, European policymakers have a strict obligation to enforce 
penalties and criminal charges against any form of corruption or 
embezzlement that might affect the CPI scores of member countries and 
deter foreign direct investment in the region. 
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With regards to inflation, again this goes back to the macroeconomic 
policy instruments specifically the monetary policy. As results showed, in 
Europe low inflation signified price stability and this attracted FDI. Since 
the financial crisis, monetary policy in the form of interest rate 
adjustments and quantitative easing has been used to stimulate growth 
and more importantly maintain pre crisis inflation levels. Just recently, the 
Bank of England announced interest rates will be kept at record lows of 
0.5% to not only fight off high unemployment of 7% but also to maintain 
the inflation target of 2% (BBC, 2013). Furthermore, BBC (2013) also 
reports that the ECB kept interest levels at 0.5% for the same purpose 
while inflation has been maintained at a bare minimum of 1.6%, which is 
below the bankÕs target of 2%. This should prove good news for foreign 
investors according to the findings of this study. Bizarrely, for Asia, high 
inflation was observed to be desirable for FDI. It might seem appropriate 
for Asian economies to embrace high inflation; but this might contradict 
their other domestic goals. Therefore, policymakers are best advised to 
approach this with caution. 
 
Finally, although it was established in this study that educational fitness 
has very little role to play in the FDI decision compared to the other two 
categories of institutional fitness, it would be wrong to totally disregard it. 
The human capital stock of skills and knowledge are as important as any 
other determinant of FDI because it would definitely be in the interest of 
foreign investors to employ a skilled workforce. The proxy of primary 
school enrolment as said earlier might not be the most effective in 
capturing this effect but other proxies might reveal different outcomes. 
Hence, policymakers should make sure these results donÕt mislead them 
in terms of devising efficient policies to improve the quality and outreach 
of education to the mass population. In the UK for instance, university 
tuition fees have been raised and some students might not afford this 
type of education although their qualifications give them the right. The 
government must support these students by ensuring bursary grants and 
student loans are well placed. In Asia, there is still a high percentage of 
the population who are uneducated and donÕt possess the right skills for 
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jobs. Government schemes to promote education and low cost training to 
the poor and weak skilled should be introduced to deal with this issue. 
 
6.3 Scope for Further Research 
It is safe to say that all research studies are subject to certain 
shortcomings and could be refined and extended to reach better 
conclusions by further research. There are a couple of subject matters in 
this particular study that if reviewed, rectified and added upon could 
enhance the quality of the final results. 
 
To begin with, throughout the analysis it has been well observed that the 
educational fitness category is very much inconsequential in determining 
foreign investment movements. However, as noted in the policy 
implication section above, it is not to be disregarded because of the 
essence of the stock and skills of human capital workforce in the 
multinational business. Perhaps one way of improving the results on this 
determinant is by appointing a different proxy; such as literacy rate of a 
measure of tertiary education completion rate. An extension of this type 
would obviously be reliant on availability of such data for the countries 
within the sample. One way of avoiding this is by changing the sample to 
include Asian and or European countries that have public information on 
such proxies. Another way could be paying a subscription fee to a private 
website that contains such data. Either way, further research into this 
matter could greatly influence the final results on the FDI determinants 
within the institutional framework especially the educational fitness 
category. 
 
Alternatively, research could be furthered by increasing the number of 
individual countries within the sample. It was documented previously in 
the methodology chapter that only a relatively small portion of Asia and 
Europe had been explored as the majority of the countries picked in the 
sample represented Western Europe and Eastern Asia. Including nations 
from other corners of the two respective continents should improve the 
quality, accuracy and reliability of the results. Further, it should produce 
the most comprehensive of conclusions with regards to FDI determinants 
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in either Asia or Europe because it would allow dummy variables for 
certain parts/regions of either continent to be included in the analysis. Of 
course once again this all is dependent on the availability of reliable data 
sources for countries. Several Eastern European and Western Asian 
countries have questionable sources of data due to fact that they hardly 
keep track of such information used in this research study. However, 
accessing this information and incorporating it in an extended analysis 
should yield better overall results. 
 
Thirdly, although it was rarely touched upon in the discussions, the size 
and significance of the constant term in the results tables above illustrate 
the fact that FDI could be explained by other factors which were not 
captured by the estimated model. In almost all random effects estimators, 
the constant is highly negatively significant at either the 5% or 1%. 
Moreover, the R-squared figures in the pooled OLS estimators on average 
roughly point towards only 60% of the variations in FDI being explained 
by the model. Although it is not wise to read very much into this as the 
random effects and pooled OLS are not the most efficient, it is still wise to 
report on the observation and what it implies in terms of further research. 
Introducing more variables into the model such as tax revenues, wages 
and interest rates to mention a few, could greatly enhance the R-squared 
terms and reduce the significance of the constant term.  
 
Perhaps these observations on the R-squared and constant term are 
linked to the final category of fitness, the socio-cultural fitness, which was 
not included in this study. Nevertheless, future research should look to 
introduce proxies for this category to effectively cover and incorporate the 
institutional FDI fitness model in the foreign investment decision. 
Wilhelms (1998) used regional dummies in her study to capture the effect 
of different regionÕs social and cultural traits on FDI. This links back to the 
previous point I made about including countries from other regions of 
Europe and Asia and introducing dummy variables. Consequently, the final 
panel results should be improved and better conclusions can be reached. 
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Appendix 1: Panel Regression Results without dummy variables 
 Random Effects Within Groups 
Fixed Effects 
Pooled OLS 
 Ln (FDI) Ln (FDId) Ln (FDI) 
 b/se b/se b/se 
Ln (GDP) 1.126***  0.897*** 
 (0.102)  (0.066) 
GDP Growth 0.027*  0.052*** 
 (0.016)  (0.018) 
Inflation 0.003  0.007 
 (0.009)  (0.010) 
Domestic 
Credit 
-0.004**  -0.007*** 
 (0.002)  (0.001) 
Prim.School 
Enrolment 
0.002  0.003* 
 (0.001)  (0.002) 
Corruption 
Perception 
0.018  0.151*** 
 (0.067)  (0.042) 
Economic 
Openness 
0.008***  0.005*** 
 (0.002)  (0.001) 
Political 
Stability 
-0.002  -0.000 
 (0.002)  (0.002) 
lgdpd  -0.000  
  (0.000)  
growd  0.045**  
  (0.018)  
infd  -0.008  
  (0.010)  
domcredd  0.005**  
  (0.002)  
primd  0.000  
  (0.002)  
cpid  0.156  
  (0.109)  
opend  0.008*  
  (0.004)  
polstabilityd  0.003  
  (0.002)  
Constant -7.837*** -0.005 -2.128 
 (2.662) (0.068) (1.722) 
R-Squared  0.088 0.533 
N 309 309 309 
Standard errors in brackets 
*** 1% significance 
** 5% significance 
* 10% significance 
 
 
 
     
